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DEPARTMENT  OF  THE  TREASURY 
Internal  Revenue  Service 
26  CFR  Parts  1  and  602 
[T.0. 8237] 

Treatment  of  Partnership  Liabilities; 
Allocations  Attributable  to 
Nonrecourse  Liabilities 

agency:  Internal  Revenue  Service, 
Treasury. 

ACTION:  Final  and  temporary 
regulations. 

summary:  This  document  contains  final 
and  temporary  regulations  concerning 
the  treatment  of  partnership  liabiUties 
and  the  allocation  of  deductions 
attributable  to  nonrecourse  debt.  The 
temporary  regulations  reflect  changes  to 
the  applicable  tax  law  made  by  section 
79  of  the  Tax  Reform  Act  of  1984.  The 
text  of  the  temporary  regulations  set 
forth  in  this  document  also  serves  as  the 
text  of  the  proposed  regulations  cross- 
referenced  in  Ae  notice  of  proposed 
rulemaking  in  the  Proposed  Rules 
section  of  this  issue  of  the  Federal 
Register. 

DATES:  Sections  1.752-OT  through  1.752- 
4T,  section  1.704-lT,  and  the 
amendments  to  sections  1.704-1  and 
602.101  are  effective  as  of  December  29, 
1988. 

The  tempc^ary  regulations  under 
section  752  are  gen^'ally  applicable  to 
any  partnership  liability  incurred  on  or 
after  January  30, 1989,  although  the 
temporary  regulations  apply  as  of  March 
1, 1984  to  certain  liabilities  for  which  a 
pEirtner  bears  the  economic  risk  of  loss. 
Section  1.704-lT  is  generally  applicable 
for  partnership  taxable  years  beginning 
after  December  29, 1988,  unless  the 
partnership  elects  to  apply  the 
provisions  of  that  section  to  the  first 
taxable  year  of  such  partnership  ending 
after  December  29, 1988.  Additional 
guidance  on  the  applicability  of  the 
temporary  regulations  under  sections 
752  and  704  is  contained  in  $§  1.752-4T 
and  1.704-lT(b)(4j(iv)(m). 

FOR  FURTHER  INFORMATION  CONTACT. 
Robert  E.  Shaw,  202-343-8459,  or  Mary 
Munday,  202-377-9470  (not  toll-fi*e 
numbers). 

SUPPLEMENTARY  INFORMATION: 
Paperwork  Reduction  Act 

These  regulations  are  being  issued 
without  prior  notice  and  public 
procedure  pursuant  to  the 
Administrative  Procedure  Act  (5  U.S.C. 
553).  For  this  reason,  the  collections  of 
information  contained  in  S§  1.752-4T(c] 
and  l,704-lT(b)(4)(iv)(m)(2)  have  been 
reviewed  and,  pending  receipt  and 


evaluation  of  pidilic  comments, 
ai^roved  by  the  Office  of  Management 
and  Budget  (0MB)  under  control  number 
1545-1090.  The  estimated  annual  burden 
per  respondent  varies  fix>m  3  minutes  to 
8  minutes,  depending  on  individual 
circumstances,  with  an  estimated 
average  of  5  minutes. 

These  estimates  are  an  approximation 
of  the  average  time  expected  to  be 
necessary  for  a  collection  of 
information.  They  are  based  on  such 
information  as  is  available  to  the 
Internal  Revenue  Service.  Individual 
respondents  may  reqiiire  greater  or  less 
time,  depending  on  their  particular 
circumstances. 

For  further  information  concerning 
these  collections  of  informaticm,  and 
where  to  submit  comments  on  these 
collections  of  information,  the  accuracy 
of  the  estimated  burden,  and  suggestions 
for  reducing  this  burden,  please  refer  to 
the  preamble  to  the  cross-referenced 
notice  of  proposed  rulemaking  published 
in  the  Proposed  Rules  section  of  this 
issue  of  the  Federal  Register. 

BACKGROUND 

This  document  adds  new  temporary 
regulations  §§  1.752-OT,  -IT.  -2T,  -3T. 
and  -4T.  The  temporary  regulations 
under  section  752  reflect  changes  to  the 
applicable  tax  law  made  by  section  79 
of  the  Tax  Reform  Act  of  1984  (Pub.  L 
98-369),  which  overruled  the  decision  in 
Raphan  v.  United  States,  3  Cl.  Ct.  457 
(1983),  and  directed  the  Treasury 
Department  to  prescribe  regulations 
under  section  752  relating  to  the 
treatment  of  guarantees,  assumptions, 
indemnity  agreements,  and  similar 
arrangements. 

This  dociunent  also  adds  new 
temporary  regulation  §  1.704-lT  and 
amends  §  1.704-1  to  make  conforming 
changes.  The  temporary  regulation 
under  section  704(b)  reflects 
amendments  to  the  rules  governing  the 
allocation  of  deductions  attributable  to 
nonrecourse  debt  that  coordinate  those 
rules  with  the  temporary  regulations 
under  section  752,  modify  the  treatment 
of  minimum  gain,  and  take  account  of 
comments  that  have  been  submitted  to 
the  Service. 

Explanation  of  Provisions  of  Temporary 
Relations  Under  Section  752 

Overview 

Under  section  752,  a  partner’s  share  of 
the  liabilities  of  the  partnership  is 
reflected  in  the  adjusted  basis  of  the 
partner's  interest  in  the  partnership  by 
treating  any  increase  in  the  partner’s 
share  of  those  liabilities  as  a 
contribution  of  money  to  the  partnership 
by  the  partner  and  any  decrease  in  the 


partner’s  share  of  those  liabilities  as  a 
distribution  of  money  to  the  partner  by 
the  partnership.  Section  752  also  treats 
die  assumption  of  a  partnership  liability 
by  a  partner  as  a  contribution  of  cash  by 
tte  partner,  and  the  assiunption  of  a 
partner’s  liability  by  the  partnership  as 
a  distribution  of  cash  to  ^e  partner. 
Under  the  regulations  in  effect  under 
section  752  prior  to  the  amendments 
made  by  this  document  (the  “existing 
regulations’’),  the  partners  generally 
share  recourse  liabilities  of  the 
partnership  in  accordance  with  the 
ratios  in  which  the  partners  share 
partnership  losses,  while  the  partners 
share  nonrecourse  liabilities  of  the 
partnership  in  accordance  with  the 
ratios  in  which  they  share  partnership 
profits.  The  existing  regulations  define  a 
nonrecourse  liability  as  any  liability 
with  respect  to  which  “none  of  the 
partners  have  any  personal  liability.” 

In  Raphan  v.  United  States,  3  Cl.  Ct. 
457  (1983),  rev’d,  759  F.  2d  879  (Fed.  Cir. 
1985),  the  United  States  Claims  Court 
held  that  a  guarantee  by  a  general 
partner  of  an  otherwise  nonrecourse 
debt  of  the  partnership  did  not  require 
the  partner  to  be  treated  as  personally 
liable  for  that  debt.  The  Tax  Reform  Act 
of  1984  (the  “1984  Act”)  specifically 
provided  that  the  decision  in  Raphan  is 
not  to  be  followed  in  applying  section 
752  and  the  regulations  thereunder.  In 
addition.  Congress  directed  Treasury  to 
revise  and  update  its  regulations  under 
section  752  to  take  account  of  current 
commercial  practices  and  arrangements, 
such  as  assumptions,  guarantees,  and 
indemnities.  See  section  79(b)  of  the 
1984  Act;  see  also  H.R.  Rep.  No.  861, 

98th  Cong.,  2d  Sess.  869  (1984).  The 
legislative  history  indicated  that  the 
revisions  to  the  section  752  regulations 
should  be  based  on  the  manner  in  which 
the  partners,  and  persons  related  to  the 
partners,  share  the  economic  risk  of  loss 
for  a  partnership  liability  (other  than  a 
bona  fide  nonrecourse  liability).  H.R. 
Rep.  No.  861, 98th  Cong.,  2d  Sess.  869 
(1984). 

In  accordance  with  the  legislative 
history  of  the  1984  Act,  the  temporary 
regulations  under  section  752  employ  an 
economic  risk  of  loss  analysis  (1)  to 
determine  whether  a  partnership 
liability  is  a  recourse  or  nonrecourse 
liability,  and  (2)  to  determine  the 
partners’  shares  of  any  recourse  liability 
of  the  partnership.  In  recognition  of  the 
diversity  of  current  lending  practices 
and  financing  techniques,  the  temporary 
regulations  have  been  designed  to  take 
account  of  the  wide  variety  of 
commercial  practices  by  which  the 
partners  may  share  the  economic  risk  of 
loss  for  a  partnership  liability,  including 
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gucu'antees,  assumptions  and 
indemnities. 

Sharing  Recourse  Liabilities— Economic 
Risk  of  Loss 

Under  the  temporary  regulation,  a 
partnership  liability  is  a  recourse 
liability  to  the  extent  that  any  partner 
bears  the  economic  risk  of  loss  for  that 
habihty,  and  a  partner’s  share  of  any 
recourse  liability  of  the  partnership 
equals  the  portion,  if  any,  of  the 
economic  risk  of  loss  for  such  Habihty 
that  is  borne  by  such  pentner.  Generally, 
a  partner  bears  the  economic  risk  of  loss 
for  a  partnership  Hability  to  the  extent 
that  the  partner  (or  a  person  related  to 
the  partner]  would  be  obligated  to  mcdce 
a  payment  to  the  creditor  or  a 
contribution  to  the  partnership  with 
respect  to  a  partnership  HabiUty  (and 
would  not  be  entitled  to  be  reimbursed 
for  such  payment  or  contribution  by 
another  partner,  a  person  related  to 
another  partner,  or  the  partnership]  if  (1] 
all  of  the  partnership’s  assets  (including 
money]  were  worthless,  (2]  edl  of  the 
partnership’s  liabilities  were  due  and 
payable  in  full,  (3]  the  partnership 
disposed  of  all  of  its  assets  in  a  hilly 
taxable  transaction  for  no  consideration 
(other  than  reUef  from  certain 
liabUities],  and  (4]  the  partnership 
allocated  its  items  of  income,  gain,  loss, 
deduction,  and  credit  for  the  year  among 
the  partners  and  Uquidated  the  partners’ 
interests  in  the  partnership.  The 
temporary  regulations  provide  that  a 
person  is  related  to  a  partner  if  such 
person  and  the  partner  bear  a 
relationship  to  each  other  that  is 
specified  in  section  267(b]  or  707(b](l], 
with  the  following  modifications:  (1]  “80 
percent  or  more”  is  substituted  for 
“more  than  50  percent”  each  place  it 
appears  in  those  sections;  (2]  brothers 
and  sisters  are  excluded  hrom  the 
members  of  a  person’s  family;  and  (3] 
section  267(f](l](A]  is  disregarded. 

Under  the  approach  taken  by  the 
temporary  regulations,  a  partner  bears 
the  economic  risk  of  loss  for  a 
partnership  liability  to  the  extent  that 
the  partner  (or  a  person  related  to  the 
partner]  would  bear  the  economic 
burden  of  discharging  the  obligation 
represented  by  that  liability  if  the 
partnership  were  unable  to  do  so.  For 
example,  equal  partners  in  a  general 
partnership  will  share  the  economic  risk 
of  loss  for  any  partnership  recourse  debt 
equally  because  they  will  share  any 
economic  burden  corresponding  to  that 
debt  equally.  Similarly,  in  the  case  of  a 
limited  partnership,  a  limited  partner 
generally  will  not  bear  the  economic  risk 
of  loss  for  any  partnership  liability 
because  a  limited  partner  generally  has 
no  obligation  to  contribute  additional 


capital  to  the  partnership.  However,  if  a 
partner  (or  a  person  related  to  the 
partner]— whether  such  partner  is  a 
limited  partner  or  a  general  partner — 
could  be  required  to  make  a  payment  to 
a  creditor  or  a  contribution  to  the 
partnership  in  order  to  discharge  a 
partnership  Hability,  the  partner  may  be 
considered  to  bear  the  economic  risk  of 
loss  for  such  HabiHty. 

Thus,  the  determination  of  whether  a 
partner  bears  the  economic  risk  of  loss 
for  a  partnership  liability  takes  into 
account  the  manner  in  which  the 
partners  have  agreed  to  share  economic 
losses  relating  to  the  HabiHties  of  the 
partnership  under  all  the  arrangements 
among  the  partners,  persons  related  to 
the  partners,  and  the  partnership.  For 
example,  even  though  a  partnership 
creditor  may  be  entitled  to  seek 
repayment  only  from  the  general  partner 
of  a  limited  partnership,  the  limited 
partners,  and  not  the  general  partner, 
may  bear  the  economic  risk  of  loss  for 
the  liability  to  the  extent  that  the  limited 
partners  are  obligated  under  the 
partnership  agreement  or  otherwise  to 
discharge  the  partnership’s  obligation  to 
the  creditor.  Also,  if  the  partnership 
maintains  capital  accounts  for  its 
partners  in  accordance  with  §  1.704- 
l(b](2](iv]  and  the  partners  are  obligated 
to  restore  any  deficit  balances  in  their 
capital  accounts  (as  set  forth  in  S  1.704- 
l(b](2](ii](3]],  the  manner  in  which  the 
partners  w^  share  the  economic  risk  of 
loss  for  any  partnership  HabUity  wiU  be 
affected  by  their  capital  account 
balances. 

In  determining  the  amoimt  of  any 
obHgation  of  a  partner  to  make  a 
payment  to  a  creditor  or  a  contribution 
to  the  partnership  with  respect  to  a 
partnership  Hability,  the  temporary 
regulations  reduce  the  partner’s 
obHgation  by  the  amount  of  any 
reimbursement  that  the  partner  would 
be  entitled  to  receive  fitim  another 
partner,  a  person  related  to  another 
partner,  or  the  partnership.  The  Service 
is  continuing  to  study  whether  a  right  to 
be  reimbursed  for  a  payment  or 
contribution  by  an  unrelated  person 
[e.g.,  pursuant  to  an  indemnification 
agreement  from  a  third  party]  should  be 
taken  into  account  in  the  same  manner 
and  solicits  comment  on  this  issue. 

The  temporary  regulations  also 
include  the  following  special  rules 
regarding  the  determination  of  whether 
a  partner  bears  the  economic  risk  of  loss 
for  a  partnership  liability: 

(1]  A  partner  who  contributes  (or 
otherwise  provides]  property  to  Ae 
partnership  that  is  used  solely  as 
security  for  a  partnership  liability  will 
bear  the  economic  risk  of  loss  for  the 


partnership  HabiHty  (to  the  extent  of  the 
value  of  such  property]. 

(2]  A  partner  who  does  not  have  a 
direct  obHgation  to  make  a  payment  to  a 
creditor  or  a  contribution  to  the 
partnership  with  respect  to  a 
partnership  liability  may  be  considered 
to  bear  the  economic  risk  of  loss  for  the 
Hability  if  the  partner  undertakes  other 
obligations  that  are  tantamount  to 
guaranteeing  the  obHgation. 

(3]  A  partner  who  (directly  or 
indirectly]  guarantees  the  payment  of 
interest  on  an  otherwise  nonrecourse 
Hability  will,  in  certain  circumstances, 
be  considered  to  bear  the  economic  risk 
of  loss  for  the  HabiHty. 

In  addition,  the  temporary  regulations 
provide  that  if  a  partner  (or  a  person 
related  to  the  partner]  makes  a 
nonrecourse  loan  to  the  partnership, 
such  partner  shaU  be  considered  to  bear 
the  economic  risk  of  loss  for  that 
liability  unless  (1]  the  partner’s  interest 
(including  the  interest  of  any  person 
related  to  such  partner]  in  each  item  of 
partnership  income,  gain,  loss, 
deduction,  or  credit  is  10  percent  or  less, 
and  (2]  the  loan  constitutes  qualified 
nonrecourse  financing  within  the 
meaning  of  section  465(b](6]. 

The  economic  risk  of  loss  analysis 
employed  in  the  temporary  regulations 
generally  corresponds  to,  and  further 
develops,  the  economic  risk  of  loss 
analysis  employed  in  the  regulations 
under  section  704(b].  The  coordination 
of  these  two  sections  reflects  the  fact 
that  one  of  the  principal  purposes  for 
including  partnership  Habilities  in  the 
bases  of  the  partners’  interests  in  the 
partnership  is  to  support  the  deductions 
that  wiU  be  claimed  by  the  partners  for 
the  items  attributable  to  those  Habilities. 

The  aUocation  of  partnership 
HabiHties  among  the  partners  serves  to 
equalize  the  partnership’s  basis  in  its 
assets  (“inside  basis”]  with  the  partners’ 
bases  in  their  partnership  interests 
(“outside  basis”].  The  provision  of 
additional  basis  to  a  partner  for  the 
partner’s  partnership  interest  will  permit 
the  partner  to  receive  distributions  of 
the  proceeds  of  partnership  HabiHties 
without  recognizing  gain  under  section 
731,  and  to  take  deductions  attributable 
to  partnership  HabiHties  without 
limitation  under  section  704(d]  (which 
limits  the  losses  that  a  partner  may 
claim  to  the  basis  of  the  partner’s 
interest  in  the  partnership].  By 
equalizing  inside  and  outside  basis, 
section  752  simulates  the  tax 
consequences  that  the  partners  would 
realize  if  they  owned  undivided 
interests  in  the  partnership’s  assets, 
thereby  treating  the  partnership  as  an 
aggregate  of  its  partners.  Of  course,  this 
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goal  can  only  be  achieved  if  the  partners 
that  are  allocated  the  deductions 
attributable  to  a  partnership  liability  are 
allocated  the  basis  for  that  liability. 

Accordingly,  the  coordination  of  the 
economic  risk  of  loss  analysis  employed 
in  sections  704(b)  and  752  generally 
requires  that  the  basis  for  a  partnership 
liability  be  allocated  to  the  partner  that 
will  be  allocated  the  deductions 
attributable  of  that  liability.  Since  the 
economic  risk  of  loss  analysis  employed 
under  section  752  applies  without  regard 
to  whether  the  partnership  satisfies  the 
substantial  economic  effect  safe  harbor 
set  forth  in  §  1.704-l{b)(2),  the 
temporary  regulations  provide 
additional  guidance  on  the 
determination  of  the  partners'  interests 
in  the  partnership  under  section  704(b). 
See  §  1.704-l(b)(3). 

Taxpayers  shoidd  draw  no  inferences 
from  the  economic  risk  of  loss  analysis 
employed  by  the  temporary  regulations 
under  section  752  regarding  the 
application  of  section  465. 

Sharing  Nonrecourse  Liabilities 

If  no  partner  bears  the  economic  risk 
of  loss  for  a  partnership  liability,  the 
liability  is  a  nonrecourse  liability  of  the 
partnership.  The  legislative  history  of 
the  1984  Act  indicates  that  Congress  did 
not  expect  the  revisions  to  the 
regulations  under  section  752  to  make 
major  changes  in  the  manner  in  which 
the  partners  share  nonrecourse 
liabilities,  although  the  regulations  could 
attempt  to  provide  more  certainty  than 
presently  exists.  H.R.  Rep.  No.  861, 98th 
Cong.,  2d  Sess.  869  (1984). 

Under  the  temporary  regulations,  as  in 
the  existing  regulations,  the  partners 
generally  share  nonrecourse  liabilities  in 
accordance  with  their  interests  in 
partnership  profits.  The  temporary 
regulations  do,  however,  require  tiiat  the 
nonrecourse  liabilities  of  a  partnership 
be  allocated  among  the  partners  first  to 
reflect  the  partners'  shares  of  (1)  any 
partnership  minimum  gain  (within  the 
meaning  of  §  1.704-lT(b)(4)(iv)(/),  and 
(2)  any  tax  gain  that  would  be  allocated 
to  the  partners  under  section  704(c)  (or 
in  the  same  manner  as  under  section 
704(c)  to  reflect  a  revaluation  of 
partnership  property  under  §  1.704- 
l(b)(2)(iv)  (/)  or  (r))  if  the  partnership 
disposed  of  (in  a  taxable  transaction)  all 
partnership  property  subject  to  one  or 
more  nonrecourse  liabilities  of  the 
partnership  in  full  satisfaction  of  such 
liabilities  and  for  no  other  consideration 
("section  704(c)  minimum  gain").  To  the 
extent  that  partnership  nonrecourse 
liabilities  exceed  the  portion  of  such 
liabilities  allocated  to  the  partners  in  the 
manner  described  in  the  preceding 
sentence,  such  excess  nonrecourse 


liabilities  are  allocated  among  the 
partners  in  accordance  with  the  genercd 
rule,  that  is,  in  proportion  to  the 
partners'  interest  in  partnership  profits. 
For  this  purpose,  the  partnership 
agreement  may  specify  the  partners' 
interests  in  partnership  profits  as  long 
as  the  interests  so  specified  are 
reasonably  consistent  with  allocations 
(which  have  substantial  economic 
effect)  of  some  significant  item  of 
partnership  income  or  gain  among  the 
partners.  In  any  case  in  which  all  items 
of  partnership  income,  gain,  loss,  and 
deduction  are  allocated  equally  between 
the  partners,  they  will  share  the 
nonrecourse  liabilities  of  the  partnership 
equally  (unless  there  is  section  704(c) 
minimum  gain)  because  they  will  share 
partnership  profits  and  partnership 
minimum  gain  equally. 

The  allocation  of  nonrecourse 
liabilities  among  the  partners  in 
accordance  with  their  shares  of 
partnership  minimum  gain  and  section 
704(c)  minimum  gain  coordinates  the 
treatment  of  nonrecourse  liabilities 
under  section  752  with  the  treatment  of 
nonrecourse  liabilities  under  the  section 
704(b)  regulations.  As  in  the  case  of 
recourse  liabilities,  this  reflects  the  fact 
that  one  of  the  principal  piuposes  for 
including  partnership  liabilities  in  the 
bases  of  the  partners'  interests  in  the 
partnership  is  to  support  the  deductions 
that  will  be  claimed  by  the  peulners  for 
the  items  attributable  to  those  liabilities. 
The  modifications  made  by  the 
temporary  regulations  to  the  rules 
governing  the  allocation  of  nonrecourse 
liabilities  have  also  been  designed  (1)  to 
reflect  more  accurately  the  manner  in 
which  the  partners  will  share  the 
partnership  income  that  is  used  to 
discharge  nonrecourse  liabilities,  and  (2) 
to  provide  more  certainty  regarding  the 
application  of  section  752  to 
nonrecourse  debt. 

Amendments  to  Rules  Governing  the 
Allocation  of  Deductions  Attributable  to 
Nonrecourse  Debt  Under  Section  704(b) 

This  document  amends  and  restates 
as  new  temporary  regulation  §  1.704-lT 
the  rules  governing  the  allocation  of 
deductions  attributable  to  nonrecourse 
debt  (the  “nonrecourse  debt 
regulations”),  and  makes  certain 
conforming  changes  to  the  existing 
regulations  under  section  704(b).  *1110 
temporary  regulation  adopts  the  same 
definition  of  nonrecourse  liability  for 
purposes  of  section  704(b)  as  is  included 
in  the  temporary  regulations  under 
section  752.  In  so  doing,  the  regulation 
determines  whether  a  partner  bears  the 
economic  risk  of  loss  for  an  otherwise 
nonrecourse  liability  in  accordance  with 
the  temporary  regulations  under  section 


752.  Among  other  consequences,  the 
temporary  regulation  thereby  extends 
the  special  rules  under  section  704(b) 
applicable  to  nonrecourse  loans  for 
which  a  partner  bears  the  economic  risk 
of  loss  to  nonrecoiirse  lo€uis  for  which  a 
person  related  to  a  partner  bears  the 
economic  risk  of  loss. 

The  temporary  regulation  also 
modifies  the  treatment  of  partnership 
minimum  gain  by  requiring  that  items  of 
income  and  gain  be  allocated  to  the 
partners  at  any  time  there  is  a  net 
decrease  in  partnership  minimum  gain 
idlocable  to  the  disposition  of 
partnership  property  subject  to  one  or 
more  nonrecourse  liabilities  of  the 
partnership.  In  contrast  to  the  rule  in  the 
existing  regulations,  the  minimum  gain 
chargeback  set  forth  in  the  temporary 
regulation  is  mandatory — that  is,  the 
rule  applies  whether  or  not  the 
partnership  agreement  includes  a 
minimum  gain  chargeback  provision  or  a 
deficit  restoration  obligation.  The 
modifications  to  the  minimum  gain 
chargeback  rules  are  considered 
necessary  to  take  account  of  the  fact 
that  an  allocation  of  minimum  gain  (like 
an  allocation  of  nonrecourse 
deductions)  cannot  have  economic 
effect  because  no  partner  can  receive  an 
economic  benefit  corresponding  to  such 
gain. 

In  addition,  the  Service  has  received 
comments  recommending,  among  other 
things,  that  (1)  the  partners'  shares  of 
partnership  minimum  gain  take  into 
account  distributions  of  proceeds  of 
nonrecourse  loans  to  the  extent  that 
such  nonrecourse  loans  have  caused  an 
increase  in  partnership  minimum  gain, 

(2)  the  Service  provide  additional 
guidance  on  the  application  of  the 
nonrecourse  debt  regulations  to  tiered 
partnerships,  and  (3)  the  Service  provide 
additional  guidance  regarding  the  rules 
applicable  to  nonrecourse  loans  for 
which  a  partner  bears  the  economic  risk 
of  loss.  The  amendments  made  by  this 
document  to  the  nonrecourse  debt 
regulations  adopt  provisions  responding 
to  these  comments. 

Thus,  under  the  temporary  regulation, 
minimum  gain  attributable  to  proceeds 
of  a  nonrecourse  borrowing  that  are 
distributed  to  the  partners  is  allocated 
to  the  partners  who  received  those 
distributions.  With  respect  to  tiered 
partnerships,  the  temporary  regulation 
contains  rules  describing  how  increases 
and  decreases  in  the  partnership 
minimum  gain  of  the  lower-tier  (or 
subsidiary)  partnership  will  be  taken 
into  account  in  determining  the 
increases  and  decreases  in  the 
partnership  minimum  gain  of  the  upper- 
tier  (or  parent)  partnership.  These  rules 
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generally  are  designed  to  produce  the 
same  consequences  for  the  upper-tier 
partnership  as  would  have  resulted  if  it 
had  held  a  direct  interest  in  the  lower- 
tier  partnership’s  assets  and  liabilities. 

In  the  case  of  nonrecourse  loans  for 
which  a  partner  bears  the  economic  risk 
of  loss  (“partner  nonrecourse  debts”), 
the  temporary  regulation  includes  a 
series  of  rules  clarifying  the  treatment  of 
such  locins.  In  general,  any  item  of  loss, 
deduction,  or  section  705(a)(2)(B) 
expenditure  that  is  attributable  to  a 
partner  nonrecourse  debt  (as 
determined  under  rules  similar  to  those 
governing  nonrecourse  deductions)  must 
be  allocated  to  the  partner  who  bears 
the  economic  risk  of  loss  for  that  debt. 
Correspondingly,  any  decrease  in  the 
minimum  gain  attributable  to  a  partner 
nonrecourse  debt  may  require  items  of 
income  and  gain  to  be  allocated  to  the 
lending  partner  in  accordance  with  rules 
similar  to  the  general  nonrecourse 
liability  minimum  gain  chargeback  rules. 

The  Service  is  continuing  to  consider 
other  comments  submitted  on  the 
nonrecourse  debt  regulations  and 
solicits  comment  on  the  appropriateness 
of  the  amendments  to  those  regulations 
made  by  this  document  and  the  need  for 
additional  changes.  ■ 

Special  Analyses 

These  rules  are  not  major  rules  as 
defined  in  Executive  Order  12291. 
Therefore,  a  Regulatory  Impact  Analysis 
is  not  required.  A  general  notice  of 
proposed  rulemaking  is  not  required  by 
5  U.S.C.  553  for  interpretative 
regulations.  Therefore,  these  rules  do 
not  constitute  regulations  subject  to  the 
Regulatory  Flexibility  Act  (5  U.S.C. 
Chapter  6)  and  a  Regulatory  Flexibility 
Analysis  is  not  required. 

List  of  Subjects 

26  CFR  1.701-1  through  1.771-1 

Income  taxes.  Partnerships. 

26  CFR  Part  602 

Reporting  and  recordkeeping 
requirements. 

Adoption  of  Amendments  to  the 
Regulations 

Accordingly,  26  CFR  Parts  1  and  602 
are  amended  as  follows: 

PART  1— INCOME  TAX;  TAXABLE 
YEARS  BEGINNING  AFTER 
DECEMBER  31. 1986 

Paragraph  1.  The  authority  for  Part  1 
continues  to  read  in  part  as  follows: 

Authority:  26  U.S.C.  7805.  *  *  * 

§  1.752-1  [Removed] 

Par.  2.  Section  1.752-1  is  removed. 


Par.  3.  Sections  1.752-OT,  1.752-lT,  1.752- 
2T,  1.752-3T,  and  1.752-4T  are  added  in  the 
appropriate  place  to  read  as  follows: 

§  1.752-OT  Table  of  contents  (temporary). 

This  section  lists  the  captions  that  appear 
in  the  temporary  regulations  under  section 
752. 

§  1.752-1T  Treatment  of  partnership 
liabilities — General  rules  (temporary). 

(a)  General  principles. 

(1)  Recourse  liabilities. 

(2)  Nonrecourse  liabilities. 

(b)  Increase  in  partner's  share  of  liabilities. 

(c)  Decrease  in  partner's  share  of  liabilities. 

(d)  Partner's  share  of  recoiu^e  liabilities. 

(1)  In  general. 

(2)  Recoiuse  liability  defined. 

(3)  Economic  risk  of  loss. 

(i)  In  general. 

(ii)  Obligation  to  make  payment  or 
contribution  in  connection  with  constructive 
liquidation. 

(A)  Obligation  to  make  net  payment  to 
creditor  or  other  person  with  respect  to 
partnership  liability. 

(1)  In  general. 

[2)  Obligation  to  make  payment. 

b)  In  general. 

(fi)  Providing  money  or  other  property  for 
Use  as  security  for  partnership  liability. 

(B)  Obligation  to  make  net  contribution 
with  respect  to  partnership  liability. 

(7)  In  general. 

(2)  Obligation  to  contribute. 

(3)  Net  contribution  defined. 

(4)  Outstanding  partnership  indebtedness 
with  respect  to  partnership  liability. 

(1)  In  general. 

l/i)  Liability  for  which  creditor's  right  to 
repayment  is  limited. 

(C)  Reimbursement. 

(D)  Obligations  recognized  for  purposes  of 
this  paragraph  (d](3]. 

(7)  In  general. 

(2)  Deemed  satisfaction. 

(3)  Exception  where  plan  to  circumvent  or 
avoid  obligation  exists. 

(E)  Time  of  satisfaction. 

(7)  In  general. 

[2)  Obligations  that  are  not  required  to  be 
satisfied  within  prescribed  time  period. 

(/)  In  general. 

(//)  Value  of  obligation. 

(d)  Liquidation  of  partner's  interest. 

(j)  In  general. 

(/;')  Delayed  liquidations. 

(//t)  Partnership  liquidation  defined. 

(4)  Satisfaction  of  obligation  with 
promissory  note. 

(5)  Obligations  imposed  by  law. 

(F)  Obligations  limited  to  value  of  property. 

(7)  In  general. 

(2)  Partnership  interests. 

(5)  Promissory  notes. 

(G)  Meaning  of  certain  terms. 

(iii)  Constructive  liquidation. 

(A)  In  general. 

(B)  Partnership  assets. 

(iv)  T^angements  tantamount  to  a 
guarantee. 

(v)  Nonrecourse  debt  with  respect  to  which 
a  partner  has  assumed  an  obligation  to  pay 
interest. 

(A)  In  general. 


(B)  Present  value. 

(vi)  Tiered  partnerships. 

(vii)  De  minimis  rule. 

(e)  Partner's  share  of  nonrecourse 
liabilities. 

(1)  In  general. 

(2)  Nonrecourse  liability  defined. 

(3)  Meaning  of  certain  terms. 

(i)  Partner's  share  of  partnership  minimum 
gain. 

(ii)  Partner's  proportionate  share  of  excess 
nonrecourse  liabilities. 

(A)  In  general. 

(B)  Excess  nonrecourse  liabilities. 

(C)  Interest  in  partnership  profits. 

(f)  Assumption  of  liability. 

(1)  In  general. 

(2)  Effect  of  assumption. 

(i)  Assumption  by  partnership. 

(ii)  Assumption  by  partner. 

(g)  Liability  defined. 

(h)  Related  person. 

(1)  In  generd. 

(2)  Modifications  to  sections  267(b]  and 
707(b)(1). 

(3)  Person  related  to  more  than  one  partner. 

(i)  In  general. 

(ii)  Percentage  of  related  ownership. 

(4)  Related  partners. 

(i)  (Reserved.) 

(j)  Special  rules. 

(1)  Tiered  partnerships. 

(2)  Liabilities  which  are  part  recourse  and 
part  nonrecourse. 

(3)  Increase  and  decrease  in  share  of 
liabilities  resulting  from  same  transaction. 

(4)  Time  of  determination. 

(5)  Limitation. 

(k)  Examples. 

§  1.752-2T  Liabilities  to  which  contributed 
or  distributed  property  is  sub)ect 
(temporary). 

(a)  In  general. 

(b)  Examples. 

§  1.752-3T  Sale  or  exchange  of 
partnership  interest  (temporary). 

§  1.752-4T  Effective  dates  and  transition 
rules  (temporary). 

(a)  In  general. 

(b)  Partner  loans  and  guarantees. 

(c)  Election. 

(d)  Coordination  with  amendments  to 
section  704(b)  regulations. 

(e)  Cross  reference. 

§  1.752-1T  Treatment  of  partnership 
liabilities — General  rules  (temporary). 

(a)  General  principles.  Under  section 
752,  a  partner’s  share  of  the  liabilities  of 
the  partnership  is  reflected  in  the 
adjusted  basis  of  the  partner’s  interest 
in  the  partnership  by  treating  any 
increase  in  the  partner’s  share  of  those 
liabilities  as  a  contribution  of  money  to 
the  partnership  by  the  partner  and  any 
decrease  in  the  partner’s  share  of  those 
liabilities  as  a  distribution  of  money  to 
the  partner  by  the  partnership.  Section 
752  also  treats  the  assumption  of  a 
partnership  liability  by  a  partner  as  a 
contribution  of  cash  by  the  partner,  and 
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the  assumption  of  a  partner’s  liability  by 
the  partnership  as  a  distribution  of  cash 
to  the  partner.  This  section  provides 
general  rules  governing  the  application 
of  section  752,  including  rules  for 
determining  a  partner’s  share  of  the 
liabilities  of  the  partnership.  See 
paragraph  (g)  of  this  section  for  the 
definition  of  liability.  The  determination 
of  a  partner’s  share  of  a  partnership 
liability  under  the  rules  of  this  section 
depends  on  whether  that  liability  is  a 
recourse  or  nonrecourse  liability. 

(1)  Recourse  liabilities,  (i)  Under  this 
section,  a  partnership  liability  is  a 
recourse  liability  to  the  extent  that  any 
partner  bears  the  economic  risk  of  loss 
for  that  Liability,  and  a  partner’s  share  of 
any  recourse  liability  of  the  partnership 
equals  the  portion,  if  any,  of  the 
economic  risk  of  loss  for  such  liability 
that  is  borne  by  such  partner.  See 
paragraph  (d)  (1)  and  (2)  of  this  section 
for  rdes  relating  to  recourse  liabilities  of 
a  partnership  and  paragraph  (d](3]  of 
this  section  for  the  meaning  of  economic 
risk  of  loss. 

(ii)  Generally,  a  partner  bears  the 
economic  risk  of  loss  for  a  partnership 
liability  to  the  extent  that  the  partner  (or 
person  related  to  the  partner]  would  be 
obligated  to  make  a  payment  to  the 
creditor  or  a  contribution  to  the 
partnership  with  respect  to  a 
partnership  liability  (and  would  not  be 
entitled  to  be  reimbursed  for  such 
contribution  or  payment  by  another 
partner,  a  person  related  to  another 
partner,  or  the  partnership]  if  all  of  the 
partnership’s  liabilities  were  due  and 
payable  in  full,  all  of  the  partnership’s 
assets  (including  money]  were 
worthless,  the  partnership  disposed  of 
all  of  its  assets  in  a  fully  taxable 
transaction  for  no  consideration  (other 
than  relief  from  certain  liabilities],  and 
the  partnership  allocated  its  items  of 
income,  gain,  loss,  deduction,  and  credit 
for  the  year  among  the  partners  and 
liquidated  the  partners’  interests  in  the 
partnership.  See  paragraph  (d](3](iii]  of 
this  section  (relating  to  the  meaning  of 
the  term  “constructive  liquidation’’]  for 
the  events  that  are  deemed  to  occur  for 
purposes  of  determining  whether  a 
partner  bears  the  economic  risk  of  loss 
for  a  partnership  liability,  paragraph 
(d](3]  (iv],  (v],  (vi],  and  (vii]  for  special 
rules  relating  to  the  definition  of 
economic  risk  of  loss,  and  paragraph  (h] 
of  this  section  for  the  definition  of 
related  person. 

(iii]  Under  this  approach,  a  partner 
bears  the  economic  risk  of  loss  for  a 
partnership  liability  to  the  extent  that 
the  partner  (or  a  person  related  to  the 
partner]  would  bear  the  economic 
burden  of  discharging  the  obligation 


represented  by  that  liability  if  the 
partnership  were  unable  to  do  so.  For 
example,  equal  partners  in  a  general 
partnership  will  share  the  economic  risk 
of  loss  for  any  partnership  recourse  debt 
equally  because  they  will  share  any 
economic  burden  corresponding  to  that 
debt  equally.  Similariy,  in  the  case  of  a 
limited  partnership,  a  limited  partner 
generally  will  not  bear  the  economic  risk 
of  loss  for  any  partnership  liability 
because  a  limited  a  partner  generally 
has  no  obligation  to  contribute 
additional  capital  to  the  partnership. 
However,  if  a  partner  (or  a  person 
related  to  the  partner]— whether  such 
partner  is  a  limited  partner  or  a  general 
partner — could  be  required  to  make  a 
contribution  to  the  partnership  or  a 
payment  to  the  creditor  in  order  to 
discharge  a  partnership  liability  (or  to 
reimburse  another  partner  (or  a  person 
related  to  another  partner]  for  any  such 
contribution  or  payment],  the  partner 
may  be  considered  to  bear  the  economic 
risk  of  loss  for  such  liability  under 
paragraph  (d](3]  of  this  section.  Thus, 
the  determination  of  whether  a  partner 
bears  the  economic  risk  of  loss  for  a 
partnership  liability  takes  into  account 
the  manner  in  which  the  partners  have 
agreed  to  share  economic  losses  relating 
to  the  liabilities  of  the  partnership  under 
all  the  arrangements  among  the 
partners,  persons  related  to  the  partners, 
and  the  partnership.  For  example,  even 
though  a  partnersMp  creditor  may  be 
entitled  to  seek  repayment  only  fix>m  the 
general  partner  of  a  limited  partnership, 
the  limited  partners,  and  not  the  general 
partner,  may  bear  the  economic  risk  of 
loss  for  the  liability  to  the  extent  that 
the  limited  partners  are  obligated  under 
the  partnership  agreement  or  otherwise 
to  discharge  the  partnership’s  obligation 
to  the  creditor.  Also,  if  the  partnership 
maintains  capital  accounts  for  its 
partners  in  accordance  with  S  1.704- 
l(b](2](iv]  and  the  partners  are  obligated 
to  restore  any  deficit  balances  in  their 
capital  accounts  (as  set  forth  in  §  1.704- 
l(b](2](ii](d]],  the  manner  in  which  the 
partners  will  share  the  economic  risk  of 
loss  for  any  partnership  liability  will  be 
affected  by  ^eir  capital  account 
balances. 

(iv]  The  economic  risk  of  loss  analysis 
employed  in  this  section  generally 
corresponds  to,  and  further  develops  the 
economic  risk  of  loss  analysis  employed 
in  the  regulations  under  section  704(b]. 
The  coordination  of  these  two  sections 
reflects  the  fact  that  one  of  the  principal 
purposes  for  including  partnership 
liabilities  in  the  bases  of  the  partners' 
interests  in  the  partnership  is  to  support 
the  deductions  that  will  be  claimed  by 


the  partners  for  the  items  attributable  to 
those  liabilities. 

(2]  Nonrecourse  liabilities,  (i]  If  no 
partner  bears  the  economic  risk  of  loss 
for  a  partnership  liability,  the  liability  is 
a  nonrecourse  liability  of  the 
partnership.  See  paragraph  (e]  of  this 
section  for  rules  relating  to  nonrecourse 
liabilities  of  a  partnership.  Under  this 
section,  the  partners  generally  share 
nonrecourse  liabilities  in  accordance 
with  their  interests  in  partnership 
profits.  This  section  does,  however, 
require  that  the  nonrecourse  liabilities  of 
a  partnership  be  allocated  among  the 
partners  first  to  reflect  the  partners’ 
shares  of  any  partnership  minimum  gain 
(within  the  meaning  of  §  1.704- 
lT(b](4](iv](/]]  and  any  tax  gain  that 
would  be  allocated  to  the  partners  under 
section  704(c]  (or  in  the  same  manner  as 
imder  section  704(c]  to  reflect  a 
revaluation  of  partnership  property 
under  §  1.704-l(b](2](iv]  ^  or  (/■]]  if  the 
partnership  disposed  of  (in  a  taxable 
transaction]  all  partnership  property 
subject  to  one  or  more  nonrecourse 
liabilities  of  the  partnership  in  full 
satisfaction  of  such  liabilities  and  for  no 
other  consideration  (“section  704(c] 
minimum  gain’’].  To  the  extent  that 
partnership  nonrecourse  liabilities 
exceed  the  portion  of  such  liabilities 
allocated  to  the  partners  in  the  manner 
described  in  the  preceding  sentence, 
such  excess  nonrecourse  liabilities  are 
allocated  among  the  partners  in 
accordance  with  the  general  rule,  that  is, 
in  proportion  to  the  partners’  interests  in 
partnership  profits.  For  this  purpose,  the 
partnership  agreement  may  specify  the 
partners’  interests  in  partnership  profits 
as  long  as  the  interests  so  specified  are 
reasonably  consistent  with  allocations 
(which  have  substantial  economic 
effect]  of  some  significant  item  of 
partnership  income  or  gain  among  the 
partners.  In  any  case  in  which  all  items 
of  partnership  income,  gain,  loss,  and 
deduction  are  allocated  equally  among 
the  partners,  they  will  share  the 
nonrecourse  liabilities  of  the  partnership 
equally  (unless  there  is  section  704(c] 
minimum  gain]  because  they  will  share 
partnership  profits  and  partnership 
minimum  gain  equally. 

(ii]  The  allocation  of  nonrecourse 
liabilities  among  the  partners  in 
accordance  with  their  shares  of 
partnership  minimum  gain  and  section 
704(c]  minimum  gain  coordinates  the 
treatment  of  nonrecourse  liabilities 
luider  this  section  with  the  treatment  of 
nonrecourse  liabilities  under  the  section 
704(b]  regulations.  As  in  the  case  of 
recourse  liabilities,  this  reflects  the  fact 
that  one  of  the  principal  purposes  for 
including  partnership  liabilities  in  the 
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bases  of  the  partners’  interests  in  the 
partnership  is  to  support  the  deductions 
that  will  be  claimed  by  the  partners  for 
the  items  attributable  to  those  liabilities. 

(iii)  The  following  example  illustrates 
the  application  of  the  rules  of  this 
section  to  nonrecourse  liabilities: 

Example.  The  AB  partnership  purchases 
depreciable  property  for  a  $1,000  nonrecourse 
purchase  money  note  that  is  a  nonrecourse 
liability  under  die  rules  of  this  section. 

Assume  that  this  is  the  only  nonrecourse 
liability  of  the  partnership,  and  that  no 
principal  payments  are  due  on  the  purchase 
money  note  for  a  year.  The  partnership 
agreement  allocates  all  depreciation 
deductions  for  such  property  to  A.  In 
addition,  the  partnership  agreement  provides 
that,  for  purposes  of  allocating  the 
nonrecourse  liability  between  the  partners 
under  the  rules  of  this  section,  the  partners' 
interests  in  partnership  probts  shall  equal  50 
percent  each,  which  is  reasonably  consistent 
with  allocations  (which  have  substantial 
economic  effect)  of  some  signiffcant  item  of 
partnership  income  and  gain.  Immediately 
after  purchasing  the  depreciable  property,  the 
partners  share  tiie  nonrecourse  liability 
equally  because  they  are  treated  as  though 
they  have  equal  Interests  in  partnership 
profits.  Under  paragraph  (b)  of  this  section,  A 
and  B  are  each  treated  as  if  they  contributed 
$500  to  the  partnership  to  reflect  each 
partner’s  increase  in  Us  or  her  share  of 
partnership  liabilities  (fix)m  $0  to  $500).  The 
minimum  gain  with  respect  to  an  item  of 
partnership  property  subject  to  a  nonrecourse 
liability  equals  the  amount  of  gain  that  would 
be  recognized  if  the  partnership  disposed  of 
the  property  in  full  satisfaction  of  the 
nonrecourse  liability  and  for  no  other 
consideration.  Therefore,  if  the  partnership 
clauns  a  depreciation  deduction  of  $200  for 
the  depreciable  property  in  the  year  it 
acquires  that  property,  partnership  minimum 
gain  for  the  year  will  increase  by  $200  (the 
excess  of  the  $1,000  nonrecourse  liability  over 
the  $800  adjusted  tax  basis  of  the  property). 
See  §  1.704-lT(b)(4)(iv)(c).  Assuming  that  ^e 
allocation  of  all  of  the  $200  depreciation 
deduction  to  A  is  valid  imder  section  704  (b), 
A  will  have  a  $200  share  of  partnership 
minimum  gain  at  the  end  of  that  year  because 
the  depreciation  deduction  is  treated  as  a 
nonrecourse  deduction.  See  S  1.704- 
lT(b)(4)(iv)  (b)  and  (/).  Accordingly,  at  the 
end  of  that  year,  A  will  be  allocated  $200  of 
the  nonrecourse  liability  to  match  A’s  share 
of  partnership  minimum  gain  and  the 
remaining  $800  of  the  nonrecourse  liability 
will  be  allocated  equally  between  A  and  B 
($400  each).  As  a  result,  A's  share  of 
partnership  liabilities  increases  by  $100  (fi'om 
$500  to  $600)  and  B’s  share  of  partnership 
liabilities  decreases  by  $100  (ffom  $500  to 
$400).  Consequently,  A  is  treated  under 
paragraph  (b)  of  this  section  as  if  A 
contributed  an  additional  $100  to  the 
partnership,  and  B  is  treated  under  paragraph 
(c)  of  this  section  as  if  B  received  a 
distribution  of  $100  firom  the  partnership. 

(b)  Increase  in  partner’s  share  of 
liabilities.  Any  increase  in  a  partner’s 
share  of  the  liabilities  of  the  partnership. 


or  any  increase  in  a  partner’s  individual 
liabilities  by  reason  of  the  partner’s 
assumption  of  liabilities  of  the 
partnership,  shall  be  treated  as  a 
contribution  of  money  by  that  partner  to 
the  partnership.  See  example  (1)  of 
paragraph  (k)  of  this  section. 

(c)  Decrease  in  partner’s  share  of 
liabilities.  Any  decrease  in  a  partner’s 
share  of  the  liabilities  of  the  partnership, 
or  any  decrease  in  a  partner’s  individual 
liabilities  by  reason  of  the  assumption 
by  the  partnership  of  the  individual 
liabilities  of  such  partner,  shall  be 
treated  as  a  distribution  of  money  by  the 
partnership  to  that  partner.  See  example 

(1)  of  paragraph  (k)  of  this  section. 

(d)  Partner’s  share  of  recourse 
liabilities — (1)  In  general.  A  partner’s 
share  of  the  recourse  liabilities  of  the 
partnership  equals  that  portion  of  the 
recourse  liabilities  of  the  partnership  for 
which  such  partner  bears  the  economic 
risk  of  loss  (within  the  meaning  of 
paragraph  (d)(3)  of  this  section). 

(2)  Recourse  liability  defined.  For 
purposes  of  this  section,  a  partnership 
liability  is  a  recourse  liability  of  the 
partnership  to  the  extent,  but  only  to  the 
extent,  that  one  or  more  pcirtners  bear 
the  economic  risk  of  loss  (within  the 
meaning  of  paragraph  (d)(3)  of  this 
section)  for  such  liability. 

(3)  Economic  risk  of  loss — (i)  In 
general.  Except  as  otherwise  provided  in 
this  paragraph  (d)(3),  a  partner  bears  the 
economic  risk  of  loss  for  a  liability  of 
the  partnership  at  any  time  to  the  extent, 
but  only  to  the  extent,  that  either — 

(A)  '^e  partner  would  be  obligated  to 
make — 

(1)  A  net  payment  to  a  creditor  or 
other  person  with  respect  to  such 
liability;  or 

(2)  A  net  contribution  to  the 
partnership  with  respect  to  such 
liability; 

if  the  partnership  constructively 
liquidated  (within  the  meaning  of 
paragraph  (d)(3)(iii)  of  this  section)  at 
that  time;  or 

(6)  The  partner  (or  a  person  related  to 
such  partner)  is  the  creditor  with  respect 
to  such  liability  [i.e.,  the  liability 
represents  a  debt  owed  to  such  partner 
or  related  person)  and,  but  for  this 
paragraph  (d)(3)(i)(6),  such  liability 
would  be  a  nonrecourse  liability  of  the 
partnership  (within  the  meaning  of 
paragraph  (e)(2)  of  this  section). 

See  examples  (3)  through  (18)  of 
paragraph  (k)  of  this  section.  See 
paragraph  (d)(3)(ii)  of  this  section  for 
rules  regarding  the  determination  of  a 
partner’s  obligation  to  make  a  net 
payment  to  a  creditor  or  other  person  or 
a  net  contribution  to  the  partnership 
with  respect  to  a  partnership  liability. 
For  purposes  of  subdivision  (B)  of  this 


paragraph  (d)(3)(i),  if  a  liability  of  the 
partnership  that  is  owed  to  a  partner  or 
a  person  related  to  a  partner  includes  or 
reflects  an  obligation  owed  to  another 
person  to  which  property  owned  by  the 
partnership  is  subject  (generally  known 
as  a  “wrapped  indebtedness”),  then 
such  other  person,  and  not  such  partner 
or  related  person,  shall  be  treated  as  the 
person  to  whom  the  portion  of  the 
partnership  liability  corresponding  to 
the  wrapped  indebtedness  is  owed.  See 
example  (19)  of  paragraph  (k)  of  this 
section.  If  the  aggregate  amount  of  the 
economic  risk  of  loss  that  all  partners 
are  determined  to  bear  with  respect  to  a 
partnership  liability  (or  portion  thereof) 
under  the  first  sentence  of  this 
paragraph  (d)(3)(i)  exceeds  the  amount 
of  such  liability  (or  portion  thereof),  then 
the  economic  risk  of  loss  borne  by  each 
partner  with  respect  to  such  liability 
shall  equal  the  amount  determined  by 
multiplying  the  amount  of  such  liability 
(or  portion  thereof)  by  the  fraction 
obtained  by  dividing  the  amount  of  the 
economic  risk  of  loss  that  such  partner 
is  determined  to  bear  with  respect  to 
that  liability  (or  portion  thereof)  under 
the  first  sentence  of  this  paragraph 
(d)(3)(i)  by  the  sum  of  such  amounts  for 
all  partners.  See  example  (9)(iv)  of 
paragraph  (k)  of  this  section. 

(ii)  Obligation  to  make  payment  or 
contribution  in  connection  with 
constructive  liquidation — (A)  Obligation 
to  make  net  payment  to  creditor  or  other 
person  with  respect  to  partnership 
liability — (1)  In  general.  Except  as 
otherwise  provided  in  this  paragraph 
(d)(3)(ii).  the  net  payment  that  a  partner 
would  be  obligated  to  make  to  a  creditor 
or  other  person  with  respect  to  a 
partnership  liability  if  the  partnership 
constructively  liquidated  (within  the 
meaning  of  paragraph  (d)(3)(iii)  of  this 
section)  equals  the  excess  (if  any)  of — 

(/)  The  sum  of  the  payments  that  such 
partner  and  any  persons  related  to  such 
partner  would  be  obligated  to  make  to  a 
creditor  or  other  person  with  respect  to 
such  liability  at  the  time  of  such 
liquidation;  over 

(//)  The  amount  of  any 
reimbursements  (within  the  meaning  of 
paragraph  (d)(3)(ii)(C)  of  this  section) 
that  such  partner  and  any  persons 
related  to  such  partner  would  be  entitled 
to  receive  with  respect  to  any  such 
payments. 

See  examples  (4),  (9)(iii),  (11),  (12)  (ii) 
and  (iii),  (14),  (17),  and  (18)(ii)  of 
paragraph  (k)  of  this  section. 

[2]  Obligation  to  make  payment — (i) 

In  general.  For  purposes  of  this 
paragraph  (d)(3),  a  partner,  a  person 
related  to  a  partner,  or  the  partnership 
has  an  obligation  to  make  a  payment  to 
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a  creditor  or  other  person  with ’respect 
to  a  peirtnersha)  liabil%  at^any  time  to 
the  extant,  but  only  to  the  extent,  that 
die  partnership,  such  partner,  or  such 
related  person  is  obligated  (whether  by 
agreement  or  operation  of  law)  at  such 
time  to  make — 

(4)  A  payment  to  the  creditor  in  full  or 
partial  satisfaction  of  such  liability,  or 

{B)  A  payment  to  another  partner,  a 
person  related  to  another  partner,  or  the 
partnership  with  respect  to  any  payment 
made  by  any  such  o^er  person  pursuant 
to  an  obligation  of  such  odier  person  to 
make  a  pa3rment  described  in 
subdivision  [A]  or  (^  of  this  paragraph 
(d)(3)fii)(Al(2){;-). 

Any  obligation  of  a  partner  that 
constitutes  an  obligation  to  make  a 
contribution  to  the  partnership  (within 
Ae  meaning -of  paragraph  (d)(3)(ii)(B)(2) 
of  this  section)  shall  not  be  treated  as  an 
obligation  to  make  a  payment  to  a 
creditor  or  other  person  with  respect  to 
a  partnership  liability.  See  paragraph 
(d)(3)(ii)(E)  of  this  section  for  rules 
regardii^  the  time  in  which  an 
obligation  to  make  a  payment  to  a 
creditor  or  other  person  must  be 
satisfied. 

(/i)  Providing  money  or  other  property 
for  use  as  security  for  partnership 
liability.  For  purposes  of  this  paragraph 
(d)(3).  if- 

(A)  A  partner  contributes  or  otherwise 
provides  money  or  other  property  (other 
than  a  promissory  note  of  wMch  such 
partner  is  the  maker  that  is  not  readily 
tradeable  on  an  estabhshed  securities 
market)  to  the  partnership;  and 

(^)  Such  money  or  other  property  is 
used  in  die  partnership’s  activities 
solely  to  secure  the  payment  of  a 
partnership  liability; 
then  the  partnership's  obligation  to  use 
such  money  or  other  property  to 
discharge  such  hability  shall  be  treated 
as  an  obligation  of  such  partner  to  make 
a  pajrment  to  a  creditor  or  other  person 
with  respect  to  that  liability.  For 
purposes  of  the  preceding  sentence, 
money  or  other  property  contributed  to 
the  partnership  that  is  described  in 
subdivision  (4)  of  this  paragraph 
(d)(3)(ii)(A)(2)(/y)  and  that  is  used  to 
secure  the  payment  of  a  partnership 
liability  is  presumed  to  be  used  in  the 
partnership's  activities  solely  to  secure 
the  payment  of  a  partnership  liability  if 
substantially  all  of  the  items  of  income, 
gain,  loss,  and  deduction  attributable  to 
such  money  or  other  property  are 
allocated  to  the  contributing  partner  and 
the  portion  of  such  items  allocated  to 
the  contributing  partner  is  greater  than 
such  partner’s  share  of  any  other 
significant  item  of  partnership  income, 
gain,  loss,  or  deduction.  In  addition,  if  a 
partner  contributes  or  otherwise 


provides  money  or  .other  property  to  the 
partnership  and 'the  partner^p  uses 
such  money  or  other  property  to  acquire 
other  property  that  isnsed  eolely  'in  the 
partnersUp's  .activities  to 'secure  the 
payment  of  a  partnership  liability,  such 
other  property  shall  be  treated  as 
property  contributed  or  otherwise 
provided  to  ’the  partnership  by  such 
partner  lor  puiposes  of  this  peira^aph 
{d)(3)(ii[)(Ai(2}(j/).  For  exam^e,  if  a 
partner  with  a  50  percent  interest  in 
partner^p  income,  £ain,  loss,  and 
deduction  <oontributes  money  to  .the 
pulnership,  such  money  isosed  to 
purchase  government  securities  that  are 
pledged  to  secure  the  payment  of  a 
partnership  liability,  and  such  partner  is 
allocated  W  [lercent  of  the  income  from 
such  securities,  then  the  partnership’s 
obligation  to  use  the  securities  to 
discharge  a  piartnership  hability  is 
treated  as  an  idiligation  of  such  partner 
to  make  a  payment  to  a  creditor  orother 
person  wih  lecpact  to  that  habiUty.  See 
example  (12)(ii)  of  paragraph -fk)  of  this 
section. 

(B)  Obligation  to  make  net 
contribution  with  respect  to  partnership 
liability— {1]  In  general  Except  as 
otherwise  provided  in  this  paragraph 
(d)(3)(ii),  the  net  contribution  tiiat  a 
partner  would  be  obligated  to  make  to 
the  partnership  with  respect  to  a 
partnership  Utility  if  the  partnership 
constructively  liquidated  (within  the 
meaning  of  paragraph  |d)(3)(iii)  of  this 
section)  equals  toe  amoiuit  determined 
by  multiplying  the  net  contribution  that 
such  partner  would  be  obligated  to 
make  to  the  partnership  at  the  time  of 
such  liquidation  (within  toe  meaning  of 
paragraph  (d)(3)(ii)(B)(d)  of  this  section) 
by  the  fraction  obtained  by  dividing — 

(/)  The  outstanding  partnership 
indebtedness  (within  the  meaning  of 
paragraph  (d)(3)(ii)(B)(4)  of  this  section) 
with  respect  to  ^t  liability  at  toe  time 
of  such  liquidation;  by 

(//^  The  sum  of  the  net  contributions 
that  all  partners  would  be  obligated  to 
make  to  the  partnership  at  toe  time  of 
such  liquidation. 

See  examples  (6),  f7),  (8),  (9)  (ii)  and 
(iii),|10)(ii),  (12)(iv),  (13)  (ii)  and  (iii), 
and  (15)(iv)  of  paragr{q)h  (k)  of  this 
section. 

[2]  Obligation  to  contribute.  Except  as 
otherwise  provided  in  this  paragraph 
(d)(3).  a  partner  has  an  obligation  to 
make  a  contribution  to  the  partnership 
at  any  time  to  the  extent,  but  only  to  the 
extent,  of  the  sum  of — 

(/)  The  outstanding  principal  balance 
of  any  promissory  note  of  which  such 
partner  is  the  maker  that  is  owned  by 
the  partnership  and  was  contributed  to 
the  partnership  by  such  partner  (other 
than  a  promissory  note  that  is  readily 


tradeaUe  on  an  established  securities 
market  at  the  time  of  contribution); 

!(//)  The  amountef  any  obhgation  of 
auch  partner  that  arises  under  the 
partnership  agreement  or  >by  •operation 
of  law  to  make  subsequent  contributions 
of  money  or  other  property  to  the 
partnership  (other  than  pursuant  to  a 
promissory  note  of  which  such  partner  is 
the  maker);  and 

{Hi]  The  amount  of  any  obligation  of 
such  partner  or  a  person  related  to  such 
partner  to  reimburse  any  partner  for  a 
contribution  to  the  partnership  that  is 
described  in  this  paragraph 
(d)(3)(iiKB)(2). 

For  purposes  of  this  paragraph  (d) 

(3)(ii),  if  a  partner  contributes  a 
promissory  note  to  toe  partnership 
dining  a  partnership  taxable  year 
beginning  after  December  29, 1988  and 
toe  maker  of  such  note  is  a  person 
related  to  such  partner  (within  Ihe 
meaning  of  paragraph  (h)  of  this  section, 
but  without  regard  to  subdivision  (4)  of 
that  paragraph),  then  such  promissory 
note  shall  be  treated  as  a  promissory 
note  of  which  such  partner  is  toe  m^er. 
See  paragraph  (d)(3)(ii)(E)  of  this  section 
for  rules  regarding  the  time  in  which  an 
obligation  to  make  a  contribution  to  the 
partnership  must  be  satisfied. 

(3)  Net  contribution  defined.  For 
piloses  of  paragraph  (d)(3)(ii)(B)(l)  of 
this  section,  toe  net  contribution  toat  a 
partner  would  be  obligated  to  make  to 
toe  partnership  at  the  time  of  a 
constructive  liquidation  of  the 
partnership  equals  the  aggregate  amount 
of  toe  contributions  that  such  partner 
would  be  obligated  to  make  to  the 
partnership  if  the  partnership 
constructively  liquidated  at  that  time, 
reduced  by  the  aggregate  amount  of  toe 
reimbursements  (within  the  meaning  of 
paragraph  (d)(3)(ii)(C)  of  this  section) 
toat  su(to  partner  or  a  person  related  to 
such  partner  would  be  entitled  to 
receive  with  respect  to  such 
contributions.  See  examples  t3)(iii),(5). 
(6)(iii),  (7),  and  (9)(iii)  of  paragraph  (k)  ot 
this  section. 

[4]  Outstanding  partnership 
indebtedness  with  respect  to 
partnership  liability-^i)  In  general  For 
purposes  of  paragraph  (d)(3)(ii)(B)(l)  of 
this  section,  the  outstanding  partnership 
indebtedness  with  respect  to  a 
partnership  liability  equals  the  amount 
of  such  liability  reduced  by  toe  sum  of — 

(4)  The  portion,  if  any,  of  such 
liability  that  constitutes  a  liability  for 
which  the  creditor’s  right  to  repayment 
from  toe  partnership  is  limited  to  one  or 
more  assets  of  the  partnership  (within 
the  meaning  of  subdivision  (/i)  of  this 
paragraph  (d)(3)(ii)(B)(4));  and 
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[B]  The  excess  of  the  sum  of  the 
amounts,  if  any,  that  are  treated  under 
paragraph  (d)(3](ii)(A)(2)(//)  of  this 
section  as  obligations  of  the  partners  to 
make  payments  to  a  creditor  or  other 
person  with  respect  to  such  liability, 
over  any  reimbursements  that  such 
partners  would  be  entitled  to  receive 
(directly  or  indirectly]  from  the 
partnership  with  respect  to  payments 
made  pursuant  to  those  obligations. 

The  amoimt  described  in  subdivision 
(5)  of  this  paragraph  (d](3}(ii)(B)(4)(y) 
shall  not  include  any  amount 
attributable  to  any  portion  of  a  liability 
that  is  described  in  subdivision  (A)  of 
this  paragraph  (d)(3)(ii)(B)(^)(/).  See 
examples  (9](iii),  (12)(iv],  and  13(iii)  of 
paragraph  (k)  of  this  section. 

(//}  Liability  for  which  creditor’s  right 
to  repayment  is  limited.  A  partnership 
liability  is  a  liability  with  respect  to 
which  the  creditor’s  right  to  repayment 
is  limited  to  one  or  more  assets  of  the 
partnership  to  the  extent,  but  only  to  the 
extent,  that  the  outstanding  balance  of 
such  liability  exceeds  the  aggregate 
amount  that  the  partners  would  be 
obligated  to  contribute  to  the 
partnership  to  discharge  that  liability 
if — 

(A)  The  partnership  constructively 
liquidated  (within  the  meaning  of 
paragraph  (d)(3)(iii]  of  this  section, 
except  that  subdivision  (A)  of  that 
paragraph  shall  be  applied  as  if  all  of 
the  partnership’s  assets  (including  any 
money  or  other  property  that  is 
described  in  paragraph  (d)(3)(ii)(A)(2)(//] 
of  this  section]  were  worthless];  and 

(5]  'Ilie  partners  did  not  discharge 
their  obligations,  if  any,  to  make 
payments  to  a  creditor  or  other  person 
with  respect  to  such  liability  (within  the 
meaning  of  paragraph  (d](3](ii](A](2]  of 
this  section]. 

See  example  (13](ii]  of  paragraph  (k] 
of  this  section.  For  example,  if  an  entity 
that  is  treated  as  a  partnership  for 
federal  income  tax  purposes  is 
organized  and  operated  under  a  local 
law  which  provides  that  none  of  the 
members  of  that  entity  is  liable  for  its 
debts  and  other  obligations,  then  all  the 
liabilities  of  that  entity  will  generally 
constitute  liabilities  for  which  the 
creditor’s  right  to  repayment  is  limited 
to  one  or  more  assets  of  the  partnership 
because  the  members  of  that  entity  are 
not  required  to  make  contributions  to 
the  entity  to  discharge  its  liabilities. 

(C]  Reimbursement.  Except  as 
otherwise  provided  in  this  paragraph 
(d](3](ii],  if  a  partner  or  a  person  related 
to  a  partner  is  obligated  to  make  a 
payment  to  a  creditor  or  other  person 
with  respect  to  a  partnership  liability  or 
a  contribution  to  the  partnership,  such 
partner  or  related  person  is  entitled  to 


be  reimbursed  for  any  payment  or 
contribution  made  pursuant  to  such 
obligation  to  the  extent,  but  only  to  the 
extent,  that — 

(1]  Another  partner,  a  person  related 
to  another  partner,  or  the  partnership 
would  be  obligated  to  make  a  payment 
to  such  partner  or  related  person  in  the 
event  that  such  partner  or  related 
person  makes  a  payment  or  contribution 
pursuant  to  such  obligation;  and 

[2]  'The  reimbursing  payment  that  such 
other  person  would  be  obligated  to 
make  is  recognized  under  this  paragraph 
(d](3](ii]  as  an  obligation  to  m^e  a 
payment  to  a  creditor  or  other  person 
with  respect  to  a  partnership  liability  or 
a  contribution  to  the  partnership  (or  in 
the  case  of  an  obligation  of  the 
partnership  to  reimburse  a  partner  for  a 
contribution  to  the  partnership,  such 
obligation  would  be  recognized  as  an 
obligation  to  make  a  contribution  to  the 
partnership  if  the  partnership  were  a 
partner]. 

See  examples  (4],  (7],  (11),  and  (15](iv]  of 
paragraph  (k]  of  tlds  section. 

(D]  Obligations  recognized  for 
purposes  of  this  paragraph  (d)(3} — (1]  In 
general.  For  purposes  of  this  paragraph 
(d](3](ii]- 

(1]  A  partner,  person  related  to  a 
partner,  or  the  partnership  has  an 
obligation  to  make  a  payment  to  a 
creditor  or  other  person  with  respect  to 
a  partnership  liability  or  a  contribution 
to  the  partnership  to  the  extent  that  any 
person  has  a  legally  enforceable  right  to 
require  such  partner,  related  person,  or 
partnership  to  make  such  payment  or 
contribution; 

(//]  The  determination  of  whether  a 
partner,  person  related  to  a  partner,  or 
the  partnership  would  have  an 
obligation  to  make  a  payment  to  a 
creditor  or  other  person  with  respect  to 
a  partnership  liability  or  a  contribution 
to  the  partnership  if  the  partnership 
constructively  liquidated  shall  be  based 
on  all  the  facts  and  circumstances  at  the 
time  of  such  determination;  and 

(///]  Any  obligation  to  make  a 
payment  to  a  creditor  or  other  person 
with  respect  to  a  partnership  liability  or 
a  contribution  to  the  partnership  that 
would  arise  if  the  partnership 
constructively  liquidated  (within  the 
meaning  of  paragraph  (d](3](iii]  of  this 
section]  shall  be  recognized  oidy  to  the 
extent  that  the  existence  and  amount  of 
such  obligation  would  be  determinable 
with  reasonable  certainty  and  such 
obligation  would  not  otherwise  be 
subject  to  contingencies  that  would 
make  it  unlikely  that  the  obligation 
would  ever  be  discharged. 

[2]  Deemed  satisfaction.  Except  to  the 
extent  that  an  obligation  is  not 
recognized  under  this  paragraph 


(d](3](ii],  the  rules  of  this  paragraph 
(d)(3)(ii)  shall  be  applied  by  assuming 
that  any  partner,  person  related  to  a 
partner,  or  pcutnership  that  would  be 
obligated  to  make  a  payment  to  a 
creditor  or  other  person  with  respect  to 
a  partnership  liability  or  a  contribution 
to  the  partnership  if  the  partnership 
constructively  liquidated  actually 
discharges  such  obligation  at  the  time  of 
the  constructive  liquidation.  See 
examples  (6](iii],  (10](iii],  (11],  and 
(15](iii]  of  paragraph  (k]  of  this  section. 
’Thus,  for  example,  a  partner  is  generally 
assumed  to  discharge  an  obligation  to 
make  a  contribution  to  the  partnership 
even  if  such  partner’s  net  worth  is  less 
than  the  amount  of  the  obligation.  To  the 
extent  that  the  obligation  of  a  partner  to 
make  a  payment  to  a  creditor  or  other 
person  widi  respect  to  a  partnership 
liability  or  a  contribution  to  the 
partnership  is  not  recognized  under  this 
paragraph  (d](3](ii],  this  paragraph 
(d](3](ii]  shall  be  applied  as  if  such 
obligation  did  not  exist.  See  example 
(ll](ii]  and  (15](iv]  of  paragraph  (k]  of 
this  section. 

(5]  Exception  where  plan  to 
circumvent  or  avoid  obligotion  exists. 

An  obligation  of  a  partner  to  make  a  net 
payment  to  a  creditor  or  other  person  or 
a  net  contribution  to  the  partnership 
with  respect  to  a  partnership  liability 
shall  not  be  recognized  for  purposes  of 
this  section  to  the  extent  that  the  facts 
and  circumstances  indicate  a  plan  to 
circumvent  or  avoid  such  obligation.  See 
examples  (7],  (9]  (iv]  and  (v],  and  (11]  of 
paragraph  (k]  of  this  section. 

(E]  Time  of  satisfaction — (1)  In 
general.  Except  as  otherwise  provided  in 
paragraph  (d](3](ii](E](2]  of  this 
section — 

(t]  An  obligation  to  make  a  payment 
to  a  creditor  or  other  person  with 
respect  to  a  partnership  liability  shall  be 
recognized  for  purposes  of  applying  this 
paragraph  (d](3](ii)  only  to  the  extent 
that  such  obligation  is  required  to  be 
satisfied  within  a  reasonable  period  of 
time  after  such  partnership  liability 
becomes  due  and  payable;  and 

(//]  An  obligation  to  make  a 
contribution  to  the  partnership  shall  be 
recognized  for  purposes  of  this 
paragraph  (d](3](ii]  only  to  the  extent 
that  such  obligation  must  be  satisfied  by 
the  later  of — 

(A]  The  end  of  the  partnership  taxable 
year  in  which  the  partner’s  interest  in 
the  partnership  is  liquidated;  or 

[E]  90  days  after  the  date  of  such 
liquidation. 

[2]  Obligations  that  are  not  required 
to  be  satisfied  within  prescribed  time 
period— {!)  In  general.  Any  obligation  of 
a  partner,  a  person  related  to  a  partner. 
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or  the  partnership  to  make  «  payment  to 
a  cEe^iir3ir  '08ffir)per8an  with  mapeot 
to  a  partnership  iiabil%'X]r<B 
contrtbution  to  the  pfuitnerahip  Aat  ■does 
not  meet  the  regniremente  uf  paragraph 
section  ^riiall  be 

recggnaad  nnder  this  patagragih 
(d](3)(h;]  Ibr  puiposes'i^  determining  die 
consequences  cf  a  constrnotive 
liquidation  of  thepartnerrti^  (widiin  the  ' 
meaning  of  pmagraph  (d)(3){iii]  dT  this 
section]  only  to  the  extent  at  die  value 
that  such  obligation  would  have  if  the 
partnership  constructively  liquidated  at 
the  time  of  such  determination. 

(z/)  VaJue  of  obligation.  For  purposes 
of  subdivision  of  bus  paragngih 
(d)(3)(ii){R)(2),  the  value  of  an  obligation 
equals — 

(ill  outstanding  princ4>al  balance 
of  sudi  obligation  if  .such  obligation 
bears  interest  for  the  period 
commencing  on  the  date  fliat  the 
partnerdiip  liability  to  whidi  such 
obligation  idates  is  due  andpayaUefin 
the  case  of  an  obligation  that  does  not 
meet  die  requiremeitts  of  paragraph 
(d)(3l(n)(E)(^)(z)  of  this  section)  or  die 
date  of  die  liquidation  of  the  partner’s 
interest  in  die  partnership  (in  the  case  of 
an  dbligation  diat  does  not  meet  the 
requirements  of  paragruph 
(d)(3)(n)(FJ(fl(//)  of  this  section]  and 
endi)^  on  ^e  date  that  the  obligation  is 
satisfied,  and  the  rate  of  interest  that 
sudi  obligation  bears  (appropriately 
adjusted  for  the  period  of  compounding] 
is  equal  to  or  greater  than  the  applicable 
Federal  rate  (within  the  meaning  of 
section  1274(d]]  at  die  time  of  v^uation; 
or 

(J?)  If  subdivision  (i4]  of  this  paragraph 
(d](3](ii](E](2](//]  does  not  apply  to  such 
obligation,  the  imputed  principal  amount 
that  such  obligation  would  have  under 
section  1274(b]  if  the  partnership 
constructively  liquidated  at  the  time  of 
valuation. 

For  puiposes  of  the  preceding 
sentence,  the  imputed  principal  amount 
of  an  obbgation  is  determined  by 
treating  such  obligation  as  a  debt 
instrument  to  which  section  1274  applies 
(without  regard  to  section  1274(b](3]  and 
section  1274A]  and  by  assuming  for 
purposes  of  amilying  section  1274  that 
the  sale  or  exchange  of  property  in 
whidi  such  debt  instrument  was  given 
as  consideration  occurred  at  the  time  of 
valuation.  See  examples  (13]  (ii]  and  (iii] 
and  (15](iii]  of  paragraph  0(]  of  this 
section. 

(5]  Liquidation  of  partner’s  interest — 
(/]  In  general.  For  purposes  of  tins 
paragraph  (d](3](ii](E],  the  liquidation  of 
a  partner’s  interest  in  the  partnership 
occurs  on  the  earlier  of — 

(y4]  The  date  on  which  the  partnership 
is  liquidated;  or 


(R]  The  date  on  'wdiich  the  partner’s 
interest  m  die  partnership  is  liquidated 
under  5  i;761-l(d]. 

(//]  Delayed  liquidations.  If — 

(d]  A  partner's  interest  in  the 
partner^p  is  not  liquidated  after  the 
partnership's  primary  business  activities 
have  been -discontinued;  emd 

(R]  The  princtyal  purpose  for  delaying 
the  liquidation  of  such  partner’s  interest 
in  the  paurtnership  is  to  delay  die  time  at 
which  dm  partner  wall  be  required  lo 
satisfy  an  obligation  to  makes 
contribution  to  the  partnership; 
any  obligation  ofeudi  partner  to  make  a 
contribution  to  the  partnership  shall  be 
consktered  to  fail  ^  requirements  of 
subdivisiacn  (J]  of  dns  paragraph 
(d)(3)(ii](^snd.8hafllbe  recognized 
un^r  this  paragraph  (d](3](ii)  only  to 
the  extent  ed  its  value  as  determined  in 
accordanoe  iwith  subdivision  (2]  of  this 
paragraph  (d)(3](ii)(E]. 

{Hi]  Partnership  liquidation  defined. 
For  purposes  of  teis  paragraph 
(d](3](ii<l^),  die  liquidation  of  a 
partnership  oocuis  on  toe  -earlier  of  -{A] 
the  date  on  which  toe  partamrship 
terminates  imder  section  708(b](l]  (A]  or 
(R)  the  date  on  which  the  partnership 
ceases  to  be  a  going  concern  even 
though  toe  partnership  may  oontinue  in 
existence  for  toe  purpose  idl  winding  up 
its  affairs,  pcgyiqg  its  debts,  and 
distributing  any  remaining  assels  to  its 
partners. 

(4]  Satisfaction 'Of  obligation  wMi 
promissory  note.  For  purposes  of  diis 
paragraph  i(d](8)(il](E].  an  obligKtion  is 
not  satisfied  by  the  transiar  to  die 
obligee  of  a  promissory  note  (other  than 
a  note  that  is  readity  tradeable  on  an 
established  .seGUEities  maibet;]  -of  which 
the  obligortfora  imrson  relst^  to  toe 
obligor]  is  toe  maker. 

(5)  Obligations  imposed  by  law..  Any 
obligation  imposed  on  a  partner -or  a 
person  uteloted  to  «  partner  by  state  or 
local  law  is  deemed  to  sactraty  die 
requiremeots  of  mtodiviBien  i(7!]  of  this 
paragraph  (d)(81(ii)(E).Fare3uimple,  if  a 
partner  would  be  obligated  under  state 
law  to  make  a  net  contribution  to  toe 
partnertoip  with  respect  ton 
partnerShty  liability  if  toe  partnership 
constructively  liquidated,  such  partner 
is  deemed  to  be  obligated  to  satisfy  such 
obligation  within  toe  time  period  set 
forth  in  subdivision  i(7]  of  tois  paragraph 
(d)(3](ii](E]. 

(F)  Obligabons  limited  to  value  of 
property— {!]  In  general.  If  die 
obligation  of  a  partner  or  a  person 
related  to  a  partner  to  make  a  payment 
to  a  creditor  or  other  person  with 
respect  to  a  partnership  liability  or  the 
obligation  of  a  partner  to  make  a 
contribution  to  toe  partnership  is  limited 
to  the  fair  market  value  of  any  property. 


then  the  amount  of  such  obligation  is 
determined,  for  purposes  of  tois 
paragraph  (d)(8)(ii)],  cm  toe  -braisuf  the 
fair  market  v^e  of  such  property  as 
of— 

(i)  The  time  that  toe  amount  of  such 
obligation  is  determinedfor  purposes  of 
this  paragrmto  (d][(3](ii]  if  tire  fair  market 
value  of  such  property  is  readily 
ascertainable  (e.g.,  marketable 
securitieB]  nr  suito  property  is  property 
of  a  type  that  by  Its  terms  increases  or 
decreases  in  value  {e.g.,  a  debt 
instrument  on  which  principal  payments 
are  made  during  its  term];  or 

[H]  If  toe  property  is  not  described  in 
subdivision  tf)  of  this  paragraph 
(d](3](ii](F](f],  the  latest  of  the  time  that 
the  liability  is  incurred,  the  time  that  the 
liability  is  assumed,  or  toe  time  of  the 
most  recent  valuation  of  such  property 
that  is  made  in  connection  wito  such 
liability. 

For  example,  if  a  pautner  pledges 
marketable  securities  to  a  partnership 
creditor  to  guarantee  toe  payment  of  a 
partnership  liability  and  toe  partner 
does  not  assume  any  personal  liability 
under  the  guarantee,  toen  the  amount 
that  toe  partner  is  considered  obligated 
to  pay  the  creditor  for  piirposes  of 
determining  the  manner  in  which  toe 
partners  share  the  economic  risk  of  loss 
for  the  liability  equals  the  fair  market 
value  of  the  marketable  securities  at  the 
time  of  any  such  determination. 
Alternatively,  if  the  partner  had  given 
toe  creditor  a  hen  on  real  property,  toe 
amount  of  toe  obligation  would  equal 
the  fair  market  value  of  such  property  as 
of  the  latest  of  the  time  the  liability  is 
incurred,  the  guarantee  is  made,  or  toe 
most  recent  valuation  of  such  property 
made  in  connection  with  toe  guarantee 
{e.g.,  to  assure  the  creditor  that  the 
property  continues  to  represent 
adequate  security  for -the  partnership 
liability). 

{2]  Partnership  interests.  For  purposes 
of  this  paragraph  (d)(3}(ii),  in  toe  case  of 
any  obligation  to  make  a  payment  to  a 
creditor  or  other  person  with  respect  to 
a  partnertoip  liabihty  or  a  contribution 
to  the  partnership,  any  interest  in  such 
partnership  shall  be  deemed  to  have  a 
fair  market  value  of  aero.  For  example,  if 
a  partner  pledges  such  partner's  interest 
in  the  partnership  to  a  partnership 
creditor  to  guarantee  toe  payment  of  a 
partnership  liability  and  toe  partner 
does  not  assume  any  personal  liability 
imder  toe  guarantee,  toe  partner  is  not 
considered  to  have  any  obligation  to 
make  a  payment  to  the  creditor  under 
the  guarantee  for  purposes  of  this 
paragraph  (d](3](ii]  because  the 
partnership  interest  is  deemed  to  have  a 
fair  maiket  value  of  zero. 
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(5)  Promissory  notes.  For  purposes  of 
applying  this  paragraph  (d)(3)(iiXF)  to  a 
partner  or  a  person  related  to  a  partner, 
the  term  “property”  does  not  include  a 
promissory  note  (other  than  a  note  that 
is  readily  tradeable  on  an  established 
securities  market)  of  which  such  partner 
or  such  related  person  is  the  maker. 

(G)  Meaning  of  certain  terms.  For 
purposes  of  this  section,  the  term 
“creditor”  means  the  person  to  whom 
any  liability  is  owed,  and  the  term 
“partnership  agreement”  has  the 
meaning  set  forth  in  S  1.761-1  (c). 

(iii)  Constructive  liquidatioih^A]  In 
general.  For  purposes  of  this  section,  if  a 
partnership  is  deemed  to  constructively 
liquidate,  the  following  events  are 
deemed  to  occur — 

(1)  All  of  the  assets  of  the  partnership 
(o&er  than  property  that  is  described  in 
par^aph  {d)(3}(ii)(A)(2K")  of  this 
section)  become  worthless: 

[2)  All  of  the  liabilities  of  the 
partnership  (including  any  wraj^d 
indebtedness  describii^  in  paragraph 
(d)(3)(i)  of  this  section)  become  due  and 
payable  in  full  because  of  the 
partnership’s  failure  to  make  the 
payments  required  with  respect  to  such 
liabilities; 

(d)  The  partnership  (i)  transfers  in  a 
fully  taxable  exchange  any  property 
described  in  paragraph  (d)(3)(ii)(A)(2)(/i) 
of  this  section  to  the  owner  of  any 
liability  to  which  such  property  is 
subject  in  full  or  partial  satisfaction  of 
such  liability  and  (//)  disposes  of  all  of 
its  remaining  assets  in  a  fully  taxable 
exchange  (involving  the  transfer  of  any 
partnership  asset  subject  to  a  liability  to 
the  owner  of  that  liabUity)  for  no 
consideration  (other  than  relief  from  any 
liability  for  which  the  creditor’s  right  to 
repayment  is  limited  to  one  or  more 
assets  of  the  partnership  (within  the 
meaning  of  paragraph  (d)(3)(ii)(B)(4)(i/) 
of  this  section),  ^ter  taking  into  account 
the  reduction  in  any  such  liability  that 
would  result  from  any  transfer 
described  in  subdivision  (i)  of  this 
paragraph  (d)(3)(iii)(A)(d));  and 

[4]  The  partnership  allocates  its  items 
of  income,  gain,  loss,  deduction,  and 
credit  for  the  partnership  taxable  year 
ending  on  the  date  of  the  liquidation 
among  the  partners  in  accordance  with 
the  partnership  agreement  and 
liquidates  the  partners’  interests  in  the 
partnership. 

See  examples  (3)(iii),  (5)(ii),  (12)(ii), 
(13)(ii).  (16)(ii).  (17)(ii),  and  (18)(ii)  of 
paragraph  (k)  of  this  section.  For 
purposes  of  determining  the  amount  of 
any  liability  that  is  deemed  satisfied  in 
coimection  with  any  constructive 
liquidation  as  a  result  of  a  transfer  of 
property  that  is  described  in  paragraph 


(d)(3)(iii)(A)(d)(/)  of  this  section,  such 
property  shall  be  considered  to  have  a 
value  equal  to  the  amount  of  the 
obligation  to  make  a  payment  to  a 
creditor  or  other  person  that  arises 
under  paragraph  (dK3)(u)(A)(2)(/r)  of 
this  section  with  respect  to  su(^ 
property,  provided  that  such  obligation 
shall  be  t^en  into  account  only  to  the 
extent  that  it  is  recognized  for  purposes 
of  applying  paragraph  (d)(3)(ii)  of  this 
section  to  such  constructive  liquidation. 

(B)  Partnership  assets.  For  piuposes 
of  this  paragraph  (d)(3)(iii).  the  assets  of 
the  partnership  include  all  of  the  money 
and  other  property  (including 
contractual  ri^ts  such  as  insurance 
policies)  owned  by  the  partnership  other 
them  (7)  the  obligation  of  any  partner  or 
person  related  to  any  partner  to  make  a 
contribution  to  the  partnership  (within 
the  meaning  of  paragraph  (d)(3)(iiKB)(2) 
of  this  section),  and  [2]  the  obligation  of 
any  partner  or  person  related  to  any 
partner  to  make  a  payment  described  in 
paragraph  (d)(3)(ii)(A)(2)(i)  of  this 
section  to  the  partnership. 

(iv)  Arrangements  tantamount  to  a 
guarantee.  If  one  or  more  partners  or 
persons  related  to  such  partners — 

(A)  Undertake  one  or  more 
contractural  obligations  in  order  to 
acquire  a  loan; 

(B)  Such  obligations  eliminate 
substantially  all  of  the  risk  to  the 
creditor  that  the  partnership  will  not 
satisfy  its  obligations  imder  that  loan 
(assiuning  that  such  partners  or  related 
persons  satisfy  their  obligations):  and 

(C)  One  of  die  principal  purposes  of 
the  arrangement  is  to  permit  partners 
other  than  such  partners  to  include  a 
portion  of  such  liability  in  the  basis  of 
their  partnership  interests; 

then  such  partners  shall  be  considered 
to  bear  the  economic  risk  of  loss  with 
respect  to  such  liability  in  a  manner  that 
reflects  their  relative  economic  burdens 
with  respect  to  that  liability  pursuant  to 
such  contractual  obligations  and  no 
other  partner  shall  be  considered  to  bear 
the  economic  risk  of  loss  with  respect  to 
such  liability.  See  example  (20)  of 
paragraph  (k)  of  this  section. 

(v)  Nonrecourse  debt  with  respect  to 
which  a  partner  has  assumed  an 
obligation  to  pay  interest — (A)  In 
general.  For  purposes  of  this  section,  if 
one  or  more  partners  (or  persons  related 
to  such  partners)  would  be  obligated 
(whether  pursuant  to  the  partnership 
agreement,  by  operation  of  law,  or 
otherwise)  to  pay  more  than  20  percent 
of  the  total  interest  that  will  accrue  on 
any  nonrecourse  liability  of  the 
partnership  during  the  term  of  such 
liability  (or  if  the  liability  has  an 
indefinite  term,  the  expected  term  of 


such  Hability)  if  the  partnership  fails  to 
pay  such  interest,  then  each  such 
partner’s  economic  risk  of  loss  for  such 
liability  shall  be  increased  by  an  amount 
equal  to  the  sum  of  the  present  values  of 
the  remaining  interest  payments  that 
such  partner  (or  any  person  related  to 
such  partner)  would  be  obligated  to 
make  if  the  partnership  fails  to  make 
those  payments  (taking  into  account  any 
payment  that  such  partner  or  related 
person  may  be  required  to  make 
pursuant  to  that  obligation  only  to  the 
extent  that  such  peirtner  or  related 
person  would  not  be  entided  to  be 
reimbursed  (within  the  meaning  of 
paragraph  (d)(3)(ii)(C)  of  this  section)  for 
such  payment).  See  example  (21)  of 
paragraph  (k)  of  this  section.  An 
obligadon  of  a  partner  to  pay  any 
portion  of  the  interest  that  will  accrue 
on  a  nonrecourse  liability  of  the 
partnership  shall  not  be  treated  as  an 
obligadon  to  pay  such  interest  for 
purposes  of  tUs  paragraph  (dK3)(v) 
unless  it  is  reasonable  to  expect,  based 
on  all  the  facts  and  circumstances,  that 
the  partner  would  be  required  to  pay 
substantially  all  of  the  interest  subject 
to  that  obligadon  if  the  partnership 
failed  to  pay  such  interest.  For  example, 
if  a  partner  guarantees  the  payment  of 
all  of  the  interest  due  on  an  o^erwise 
nonrecourse  liability  but  the  lender  can 
only  enforce  that  guarantee  by  first 
foreclosing  on  the  property  subject  to 
such  hability,  it  generally  will  not  be 
reasonable  to  expect  that  the  partner 
would  be  required  to  pay  substandally 
all  of  the  interest  subject  to  that 
guarantee  if  the  partnership  failed  to 
pay  such  interest  unless  substandally  all 
of  the  interest  due  on  such  hability  is 
payable  at  the  end  of  the  term  of  fte 
liabihty  {e.g.  a  liabihty  on  which  no 
pa3mients  of  principal  or  interest  are  due 
until  maturity).  A  partnership  liability  is 
a  nonrecourse  liabihty  of  the 
partnership  for  purposes  of  this 
paragraph  (d)(3)(v)  only  to  the  extent 
that  such  liability  would,  but  for  this 
paragraph  (d)(3)(v).  be  a  nonrecourse 
liabihty  (within  the  meaning  of 
paragraph  (e)  of  this  section)  of  the 
partnership. 

(B)  Present  value.  For  purposes  of  this 
paragraph  (d)(3)(v),  the  present  value  of 
any  interest  payment  with  respect  to  a 
partnership  liability  is  determined  by 
assuming  Aat  such  payment  will  be 
made  when  due  and  by  using  a  discount 
rate  equal  to — 

(7)  The  rate  at  which  such  interest 
payment  accrues  on  the  liabihty;  or 

[2]  The  applicable  Federal  rate, 
compound^  semiannually,  if  the 
liability  is  (A)  a  debt  instrument  to 
which  section  483  applies  and  there  is 
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total  unstated  interest  on  such  debt 
instrument,  or  (R)  a  debt  instrument  to 
which  section  1274  applies  and  the  issue 
price  of  such  debt  instrument  is  equal  to 
the  imputed  principal  amount  of  such 
debt  instrument. 

(vi)  Tiered  partnerships.  Forpxirposes 
of  this  section,  if  a  partnership  (the 
“upper-tier  partnership")  owns  (directly 
or  indirectly  through  one  or  more 
partnerships]  an  interest  in  another 
partnership  (the  “subsidiary 
partnership”),  the  upper-tier  partnership 
bears  the  economic  risk  of  loss  for  any 
liability  of  the  subsidiary  partnership  to 
the  extent  of  the  sum  of — 

(A)  The  economic  risk  of  loss  (within 
the  meaning  of  this  paragraph  (d)(3).  but 
without  regard  to  this  subdivision  (vi)  of 
that  paragraph)  that  the  upper-tier 
partnersldp  bears  with  respect  to  such 
liability;  and 

(B)  The  amount  of  the  economic  risk 
of  loss  (within  the  meaning  of  this 
paragraph  (d)(3)]  that  the  upper-tier 
partnership's  partners  would  bear  for 
any  portion  of  such  liability  with  respect 
to  which  the  upper-tier  partnership  does 
not  otherwise  bear  the  economic  risk  of 
loss  if  the  subsidiary  partnership’s 
liabilities  constituted  liabilities  of  the 
upper-tier  partnership. 

(vii)  De  minimis  rule.  If  a  partner 
would,  but  for  this  paragraph  (d)(3](vii], 
bear  the  economic  risk  of  loss  under 
paragraph  (d)(3)(i)(6)  of  this  section  for 
a  partnership  liability  for  a  loan  from 
such  partner  or  a  person  related  to  such 
partner,  then  such  partner  shall  not  be 
considered  to  bear  the  economic  risk  of 
loss  for  that  liability  if— 

(A)  The  partner’s  interest  (including 
the  interest  of  any  person  related  to 
such  partner)  in  each  item  of  partnership 
income,  gain,  loss  deduction,  or  credit  is 
10  percent  or  less;  and 

(B)  Such  loan  constitutes  qualified 
nonrecourse  financing  within  the 
meaning  of  section  465(b](6]. 

(e)  Partner’s  share  of  nonrecourse 
liabilities — (1)  In  general.  A  partner’s 
share  of  the  nonrecourse  liabilities  of  a 
partnership  shall  equal  the  sum  of — 

(i)  The  partner’s  share  of  partnership 
minimum  gain  (within  the  meaning  of 
paragraph  (e)(3)(i)  of  this  section); 

(ii)  The  amount  of  any  taxable  gain 
that  would  be  allocated  to  the  partner 
under  section  704(c],  or  in  the  same 
manner  as  under  section  704(c]  in 
connection  with  a  revaluation  of 
partnership  property  pursuant  to 

§  1.704-l(b)(2)(iv)  (/)  or  (r)  (see  §§  1.704- 
l(b)(2)(iv)(/)(4),  1.704-l(b)(4)(i)).  if  the 
partnership  disposed  of  (in  a  taxable 
transaction]  all  partnership  property 
subject  to  one  or  more  nonrecourse 
liabilities  of  the  partnership  in  full 


satisfaction  of  such  liabilities  and  for  no 
other  consideration;  and 

(iii)  'The  partner’s  proportionate  share 
of  the  excess  nonrecourse  liabilities  of 
the  partnership  (within  the  meaning  of 
paragraph  (e](3)(ii)  of  this  section). 

See  examples  (13)(iv),  (16)(ii),  (17](iii), 
(19)(ii],  (22)  and  (23)  of  paragraph  (k)  of 
this  section.  For  purposes  of  subdivision 
(ii)  of  this  paragraph  (e)(1).  the  amount 
of  taxable  gain  that  would  be  recognized 
by  the  partnership  if  it  disposed  of  an 
item  of  partnership  propeiiy  subject  to 
one  or  more  nonrecourse  liabilities  of 
the  partnership  in  full  satisfaction  of 
such  liabilities  shall  be  computed  by 
taking  into  account  only  the  portion  of 
the  adjusted  tax  basis  of  such  property 
that  is  allocated  to  nonrecourse 
liabilities  of  the  partnership  under  the 
principles  of  §  1.704-lT(b)(4)(iv)(c)  (J) 
and  [2). 

(2)  Nonrecourse  liability  defined.  For 
purposes  of  this  section,  a  liability  of  a 
partnership  is  a  nonrecourse  liability  of 
the  partnership  to  the  extent,  but  only  to 
the  extent,  that  no  partner  bears  the 
economic  risk  of  loss  (within  the 
meaning  of  paragraph  (d](3]  of  this 
section)  for  such  liability. 

(3)  Meaning  of  certain  terms — (i) 
Partner’s  share  of  partnership  minimum 
gain.  A  partner’s  share  of  partnership 
minimum  gain  shall  be  determined  in 
accordance  with  the  rules  of  §  1.704- 
lT(b)(4)(iv)(f),  except  that  at  any  time  it 
is  necessary  to  determine  a  partner’s 
share  of  partnership  liabilities,  such 
partner’s  share  of  partnership  minimum 
gain  shall  be  computed  as  if  the 
partnership  taxable  year  had  ended 
immediately  prior  to  such  determination. 
For  purposes  of  section  752  and  the 
regulations  thereunder,  any  increase  in  a 
partner’s  share  of  partnership  minimum 
gain  shall  be  deemed  to  occur 
immediately  before  the  event  that 
caused  such  increase. 

(ii)  Partner’s  proportionate  share  of 
excess  nonrecourse  liabilities — (A)  In 
general.  A  partner’s  proportionate  share 
of  the  excess  nonrecourse  liabilities  of 
the  partnership  equals  the  amount 
determined  by  multiplying  the  partner’s 
percentage  interest  in  partnership  profits 
by  the  excess  nonrecourse  liabilities  of 
the  partnership. 

(B)  Excess  nonrecourse  liabilities.  The 
excess  nonrecourse  liabilities  of  the 
partnership  equal  the  excess  of — 

(1)  The  aggregate  amount  of  the 
nonrecourse  liabilities  of  the 
partnership;  over 

[2)  The  aggregate  amount  of  the 
nonrecourse  liabilities  of  the  partnership 
that  are  allocable  to  the  partners  under 
paragraph  (e)(1)  (i)  and  (ii)  of  this 
section. 


(C)  Interest  in  partnership  profits.  For 
purposes  of  this  paragraph  (e),  the 
partners’  interests  in  partnersUp  profits 
shall  be  determined  by  taking  into 
account  all  facts  and  circumstances 
relating  to  the  economic  arrangement  of 
the  partners.  However,  if— 

(1)  The  partnership  agreement 
specifies  Ae  partners’  interests  in 
partnership  profits  for  purposes  of 
determining  such  partners’  shares  of  the 
nonrecourse  liabilities  of  the 
partnership;  and 

[2)  The  partners’  interests  in 
partnership  profits  (as  specified  in  the 
partnership  agreement)  are  reasonably 
consistent  with  allocations  (which  have 
substantial  economic  effect  under 

§  1.704-l(b])  of  some  significant  item  of 
partnership  income  or  gain  among  such 
partners; 

then  the  partners’  interests  in 
partnership  profits  shall,  for  the 
purposes  of  this  paragraph  (e),  be 
deemed  to  be  as  specified  in  the 
partnership  agreement.  See  example  (22) 
(iii)  of  paragraph  (k)  of  this  section. 

(f)  Assumption  of  liability — (1)  In 
general.  Except  as  otherwise  provided  in 
§  1.752-2T,  for  purposes  of  section  752 
and  the  regulations  thereunder,  a  person 
is  considered  to  assume  a  liability  to  the 
extent,  but  only  to  the  extent,  that  as  a 
result  of  the  assumption — 

(1)  The  assuming  person  is  subjected 
to  personal  liability  with  respect  to  such 
liability;  and 

(ii)  In  the  case  of  any  assumption  of  a 
partnership  liability  by  a  partner,  the 
person  to  whom  such  liability  is  owed  is 
aware  of  the  assumption  and  can 
directly  enforce  the  partner’s  obligation 
with  respect  to  such  liability,  and  no 
other  partner  or  person  related  to 
another  partner  would  bear  the 
economic  risk  of  loss  for  such  liability 
(within  the  meaning  of  paragraph  (d)(3) 
of  this  section]  immediately  after  Ae 
assumption  if  such  liability  were  treated 
as  a  partnership  liability. 

(2)  Effect  of  assumption — (i) 
Assumption  by  partnership.  If  a 
partnership  assumes  a  liability  of  a 
partner,  such  liability  shall  thereafter  be 
treated  as  a  liability  of  the  partnership, 
and  not  the  partner,  for  purposes  of 
section  752  and  the  regulations 
thereunder. 

(ii)  Assumption  by  partner.  If  a 
partner  assumes  a  liability  of  the 
partnership,  such  liability  shall 
thereafter  be  treated  as  a  liability  of  the 
partner,  and  not  the  partnership,  for 
purposes  of  section  752  and  the 
regulations  thereunder. 

(g)  Liability  defined.  Except  as 
otherwise  provided  in  the  regulations 
under  section  752,  an  obligation  is  a 
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liability  of  the  obligor  for  purposes  of 
section  752  and  the  regulations 
thereunder  to  the  extent  but  only  to  the 
extent  that  incurring  or  holding  such 
obligation  gives  rise  to — 

(1)  The  creation  of,  or  an  increase  in, 
the  basis  of  any  property  owned  by  the 
obligor  (including  cash  attributable  to 
borrowings); 

(2)  A  deduction  that  is  taken  into 
account  in  computing  the  taxable 
income  of  the  obligor,  or 

(3)  An  expenditure  that  is  not 
deductible  in  computing  the  obligor's 
taxable  income  and  is  not  properly 
chargeable  to  capital. 

See  examples  (2)  and  (3](ii]  of  paragraph 
(k)  of  this  section. 

(h)  Related  person — (1)  In  general. 
Except  as  otherwise  provided  in  this 
paragraph  (h),  a  person  is  related  to  a 
partner  for  purposes  of  this  section  if 
and  only  if  such  person  and  the  partner 
bear  a  relationship  to  each  other  that  is 
specified  in  section  267(b)  (without 
modification  by  section  267(e)(1))  or 
section  707(b)(1),  taking  into  account  the 
modifications  made  by  paragraph  (h)(2) 
of  this  section. 

(2)  Modifications  to  sections  267(b) 
and  707(b)(1).  For  purposes  of  this 
section,  sections  267(b)  and  7(K^(b)(l) 
shall  be  applied  by — 

(i)  Substituting  “80  percent  or  more” 
for  “more  than  50  percent"  each  place  it 
appears  in  such  sections; 

(ii)  Excluding  brothers  and  sisters 
from  the  members  of  a  person’s  family; 
and 

(iii)  Disregarding  section  267(f)(1)(A). 

(3)  Person  related  to  more  than  one 
partner — (i)  In  general.  For  purposes  of 
this  section,  if  a  person  is  related  to 
more  than  one  partner — 

(A)  Any  obligation  of  such  person  to 
make  a  payment  to  a  creditor  or  other 
person  wiA  respect  to  a  partnership 
liability  (within  the  meaning  of 
paragraph  (d)(3)(ii)(A)(2)  of  this  section), 
any  obligation  of  such  person  to  make  a 
contribution  to  the  partnership  (within 
the  meaning  of  paragraph 
(d)(3)(ii)(B)(2)(///)  of  this  section),  and 
any  reimbursement  that  such  person  is 
entitled  to  receive  with  respect  to  such 
payment  or  contribution  (within  the 
meaning  of  paragraph  (d)(3)(ii)(C)  of  this 
section)  shall  be  allocated  to  Ae  related 
partner  with  the  greatest  percentage  of 
related  ownership  with  respect  to  such 
person;  and 

(B)  Any  partnership  liability  owed  to 
such  relat^  person  that  but  for 
paragraph  (d)(3)(iKB)  of  this  section, 
would  be  a  nonrecourse  liability  of  the 
partnership  shall  be  treated  as  a  liability 
that  is  owed  to  a  person  related  to  the 
partner  with  the  greatest  percentage  of 


related  ownership  with  respect  to  such 
related  person. 

If  more  than  one  partner  holds  the  same 
percentage  of  related  ownership  with 
respect  to  such  person  and  no  partner 
holds  a  greater  percentage,  any  such 
obligation,  right  to  reimbursement,  or 
liability  shall  be  allocated  equally 
among  such  partners  unless  the  facts 
and  circumstances  establish  that  the 
partners  would  share  any  economic 
burden  or  benefit  corresponding  to  any 
such  obligation,  right  to  reimbursement, 
or  liability  in  a  different  manner. 

(ii)  Percentage  of  related  ownership. 
The  percentage  of  related  ownership  of 
a  partner  with  respect  to  a  related 
person  equals  the  greater  of— 

(A)  The  percentage  ownership  of  the 
related  person  by  the  partner,  or 

(B)  The  percentage  ownership  of  the 
partner  by  the  related  person. 

In  determining  the  percentage  of  related 
ownership  of  a  partner  with  respect  to  a 
related  person,  the  constructive 
ownership  or  attribution  rules 
applicable  under  sections  267(b)  and 
707(b)(1)  (as  modified  by  paragraph 
(h)(2)  of  this  section)  must  be  taken  into 
account,  and  if  a  partner  is  related  to  a 
person  under  more  than  one  of  the 
relationships  set  forth  under  sections 
267(b)  and  707(b)(1)  (as  so  modified), 
then  the  relationship  establishing  the 
highest  percentage  of  related  ownership 
must  be  used.  For  purposes  of  this 
section,  natural  persons  shall  be  deemed 
to  have  a  zero  percentage  of  related 
ownership  with  respect  to  each  other. 
For  example,  if  a  person  that  is  related 
to  more  than  one  partner  is  obligated  to 
make  a  payment  to  a  creditor  with 
respect  to  a  partnership  liability,  and 
sudi  person  and  such  partners  are 
related  because  they  are  members  of  the 
same  family,  then  that  obligation  must, 
for  purposes  of  determining  the 
economic  risk  of  loss  borne  by  each 
partner  with  respect  to  such  liability,  be 
divided  equally  among  such  partners 
(unless  the  facts  and  circumstances 
establish  that  the  partners  would  share 
any  economic  burden  corresponding  to 
such  obligation  in  a  different  manner) 
under  this  paragraph  (h)(3)  because  they 
have  the  same  percentage  of  related 
ownership  (zero). 

(4)  Related  partners.  Except  as 
otherwise  provided  in  this  section,  if 
related  persons  (within  the  meaning  of 
this  paragraph  (b))  own  (directly  or 
indirectly)  interests  in  the  same 
partnership,  then  such  persons  shall  not 
be  treated  as  related  persons  for 
purposes  of  determining  the  economic 
risk  of  loss  borne  by  each  of  them  for 
the  liabilities  of  such  partnership. 

(i)  (Reserved.) 


(j)  Special  rules — (1)  Tiered 
partnerships.  If  a  partnership  (the 
"upper-tier  partnership”)  is  a  partner  in 
another  partnership  (the  “subsidiary 
partnership"),  the  upper-tier 
partnership’s  share  of  the  liabilities  of 
the  subsidiary  patnership  (other  than 
any  liability  of  the  subsidiary 
partnership  that  is  owed  to  the  upper- 
tier  partnership)  shall  be  treated  as 
liabilities  of  the  upper-tier  partnership 
for  purposes  of  applying  section  752  and 
the  regulations  thereunder  to  the 
partners  of  the  upper-tier  partnership. 

(2)  Liabilities  which  are  part  recourse 
and  part  nonrecourse.  If  one  or  more 
partners  bears  the  economic  risk  of  loss 
(within  the  meaning  of  paragraph  (d)(3) 
of  this  section)  for  only  a  portion  of  a 
partnership  liability,  such  hability  shall 
be  treated  as  a  recourse  liability  of  the 
partnership  to  the  extent  that  the 
partners  be6U'  the  economic  risk  of  loss 
for  such  liability  and  as  a  nonrecourse 
liability  of  the  partnership  in  an  amount 
equal  to  the  excess.  See  examples 
(13)(iv)  and  (19)(ii)  of  paragraph  (k)  of 
this  section. 

(3)  Increase  and  decrease  in  share  of 
liabilities  resulting  from  same 
transaction.  For  purposes  of  section  752 
and  the  regulations  thereunder,  if  as  a 
result  of  a  single  transaction  (for 
example,  a  contribution  by  a  partner  to 
the  partnership  of  property  subject  to  a 
liability  or  the  termination  of  the 
partnership  under  section  708(b))  a 
partner  incurs  both  an  increase  (or 
decrease)  in  the  partner’s  share  of  the 
liabilities  of  the  partnership  and  a 
decrease  (or  increase)  in  the  partner’s 
individual  liabilities — 

(i)  Such  increase  and  decrease  must 
be  offset  against  each  other  prior  to  the 
application  of  paragraph  (b)  or  (c)  of  this 
section;  and 

(ii)  Only  the  amount  of  the  net 
increase  or  decrease,  if  any,  in  the  sum 
of  the  partner’s  share  of  the  liabilities  of 
the  partnership  and  the  partner’s 
individual  liabilities  resuhing  from  such 
transaction  shall  be  treated  as  a 
contribution  of  money  by  the  partner  to 
the  partnership  or  a  distribution  of 
money  by  the  partnership  to  the  partner, 
respectively,  under  paragraph  (b)  or  (c) 
of  ^s  section. 

See  §  1.752-2T  (b)  (examples  (1)  and  (2)). 

(4)  Time  of  determination.  A  partner’s 
share  of  the  liabilities  of  the  partnership 
must  be  determined  whenever  such 
determination  is  necessary  in  order  to 
determine  the  tax  liability  of  the  partner 
or  any  other  person.  See  §  1.705-1  (a)  for 
rules  regarding  when  the  adjusted  basis 
of  a  partner’s  interest  in  the  partnership 
must  be  determined. 
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(5)  Limitation.  For  purposes  of  section 
752  and  the  regulations  tiiereunder.  the 
amount  of  an  indebtedness  shall  be 
taken  into  account  only  once,  even 
though  a  partner  (in  addition  to  his 
liability  for  such  indebtedness  as  a 
partner)  may  be  separately  liable 
therefor  in  a  capacity  other  than  as  a 
partner. 

(k)  Examples.  The  following  examples 
illustrate  the  application  of  the  rules  of 
this  section.  Except  as  otherwise 
provided,  these  examples  assume  that 
(1)  the  partnerships  discussed  therein 
are  formed  under  state  laws 
corresponding  to  the  Uniform 
Partnership  Act  or  the  Revised  Uniform 
Limited  Partnership  Act  whichever  is 
appropriate,  (2)  partnership 
indebtedness  constitutes  debt  for 
federal  income  tax  purposes,  and  (3)  any 
debt  instrument  given  in  consideration 
for  the  sales  or  exchange  of  property 
bears  adequate  stated  interest  (within 
the  meaning  of  section  1274  (c)). 

Example  (1).  A  and  B  are  equal  partners  in 
a  general  partnership.  The  partnership 
borrows  $1,000.  A  and  B,  as  equal  partners, 
share  the  partnership  liability  for  Aat 
obligation  equally  under  the  rules  of  this 
section.  The  resulting  $500  increase  in  each 
partner's  share  of  the  liabilities  of  the 
partnership  is  treated  as  a  contribution  of 
$500  by  that  partner  to  the  partnership.  See 
paragraph  (b)  of  this  section.  Each  time  the 
partnership  pays  a  portion  of  the  outstanding 
balance  of  the  $1,000  loan,  each  partner’s 
share  of  the  liabilities  of  the  partnership  is 
decreased  by  one-half  of  the  payment,  and 
the  decrease  in  each  partner's  share  of 
partnership  liabilities  is  treated  as  a 
distribution  of  that  amount  by  the  partnership 
to  that  partner.  See  paragraph  (c)  of  this 
section. 

Example  (2).  (i)  C  and  D  are  partners  in  a 
general  partnership  that  uses  the  cash 
method  of  accounting.  At  the  close  of  its 
taxable  year,  the  partnership  has  accrued 
interest  expense  of  $1,000  and  accounts 
payable  of  $500  for  services  performed  on 
behalf  of  the  partnership. 

(ii)  Under  its  method  of  accounting,  the 
partnership's  accrued  interest  expense  and 
accounts  payable  are  not  deductible  until 
paid.  Also,  the  partnership  obligations 
represented  by  those  items  have  not  created 
or  increased  the  basis  of  any  partnership 
property  or  given  rise  to  a  nondeductible 
expenditure  of  the  partnership  that  is  not 
properly  chargeable  to  capital  account.  As 
provided  by  paragraph  (g)  of  this  section,  an 
obligation  that  constitutes  a  debt  for  federal 
income  tax  purposes  is  a  liability  of  the 
obligor  only  to  the  extent  that  incurring  or 
holding  such  obligation  gives  rise  to  (1)  the 
creation  of,  or  an  increase  in,  the  basis  of  any 
property  owned  by  the  obligor,  (2)  a 
deduction  that  is  taken  into  account  in 
computing  the  taxable  income  of  the  obligor, 
or  (3)  an  expenditure  that  is  not  deductible  in 
computing  the  obligor’s  taxable  income  and  is 
not  properly  chargeable  to  capital  Therefore, 
the  partnership  obligations  for  accrued  but 


unpaid  interest  expense  and  accounts 
payable  are  not  partnership  liabilities  for 
purposes  of  section  752. 

Sample  (3).  (i)  E  and  F  form  a  general 
partnership  with  cash  contributions  of 
$20,000  each.  The  partnership  agreement 
provides  that  E  and  F  will  share  all 
partnership  proBts  and  losses  equally.  The 
partnership  purchases  depreciable  personal 
property  for  $40,000  in  cash  and  a  recourse 
purchase  money  note  for  $60,000. 

(ii)  The  indebtedness  represented  by  the 
purchase  money  note  is  a  partnership  liability 
because  incurring  that  obligation  creates  an 
additional  $60,000  of  basis  in  the 
partnership's  depreciable  personal  property. 
See  paragraph  (g)  of  this  section.  Under 
paragraph  (d)  of  this  section,  the  partnership 
liability  for  the  piuxhase  money  note 
constitutes  a  recourse  liability  of  the 
partnership  to  the  extent  but  only  to  the 
extent  that  one  or  more  partners  bears  the 
economic  risk  of  loss  for  such  liability,  and 
each  partner’s  share  of  the  recourse  liabilities 
of  the  partnership  equals  the  portion  of  those 
liabilities  for  which  such  partner  bears  the 
economic  risk  of  loss.  To  the  extent  that  no 
partner  bears  the  economic  risk  of  loss  for 
the  liability  represented  by  the  purchase 
money  note,  that  liability  constitutes  a 
nonrecourse  liability  of  the  partnership.  See 
paragraph  (e)(2)  of  this  section.  Under 
paragraph  (d)(3)(i)  of  this  section,  a  partner 
bears  the  economic  risk  of  loss  for  a 
partnership  liability  to  the  extent  that  such 
partner  would  be  obligated  to  make  a  net 
payment  to  a  creditor  or  other  person  or  a  net 
contribution  to  the  partnership  with  respect 
to  such  liability  if  the  partnership 
constructively  liquidated  (within  the  meaning 
of  paragraph  (d)(3)(iii)  of  this  section). 

(iii)  In  a  constructive  liquidation  of  the 
partnership,  all  partnership  assets  are 
assumed  to  become  worthless  and  all 
partnership  liabilities  are  assumed  to  become 
due  and  payable  in  full  See  paragraph 
(d)(3)(iii)(A)  (1)  and  [2]  of  this  section.  Thus, 
if  the  partnership  constructively  liquidated, 
the  purchase  money  note  would  be  due  and 
payable,  but  the  partnership  would  lack  the 
assets  needed  to  discharge  the  note.  As  a 
result,  E  and  F,  as  equal  general  partners, 
would  each  be  obligated  by  operation  of  law 
to  make  a  net  contribution  of  $30,000  to  the 
partnership  with  respect  to  the  partnership 
liability  for  the  piutshase  money  note.  See 
paragraph  (d)(3)(ii)(B)  of  this  section. 
Therefore,  under  paragraph  (d)(3)(i)  of  this 
section,  E  and  F  each  bear  the  economic  risk 
of  loss  for  $30,000  of  that  liability. 
Accordingly,  the  $60,000  partnership  liability 
for  the  purchase  money  note  is  a  recourse 
liability,  and  E  and  F  share  that  liability 
equally. 

Example  (4).  (i)  The  facts  are  the  same  as 
in  example  (3),  except  that  F  is  a  limited 
partner,  who  guarantees  the  purchase  money 
note  and  has  no  obligation  to  make 
additional  capital  contributions  to  the 
partnership.  Under  the  guarantee,  if  the 
partnership  defaults  on  the  purchase  money 
note,  F  is  obligated  to  pay  the  outstanding 
balance  of  the  note.  In  addition,  F  is 
subrogated  to  the  seller's  rights  against  the 
partnership  under  the  purchase  money  note 
for  any  payments  made  by  F  pursuant  to  the 
guarantee. 


(ii)  Under  Fs  guarantee,  if  the  partnership 
constructively  liquidated  (within  the  meaning 
of  paragraph  (d)(3)(iii)  of  this  section),  F 
would  be  obligated  to  make  a  $60,000 
payment  to  the  seller  with  respect  to  the 
partnership  liability  for  the  purchase  money 
note.  F  would,  however,  be  entitled  to  be 
reimbursed  (within  the  meaning  of  paragraph 
(d)(3)(ii)(C)  of  this  section)  by  &e  partnership 
for  any  payment  made  under  the  guarantee 
pursuant  Fs  right  to  subrogation.  As  a  result, 

F  would  not  be  obligated  to  make  a  net 
payment  to  a  creditor  or  other  person  with 
respect  to  the  liability  for  the  purchase 
money  note.  See  paragraph  (d)(3)(ii)(A)  of 
this  section.  E,  as  the  sole  general  partner, 
however,  would  be  obligated  to  make  a  net 
contribution  of  $60,000  to  the  partnership 
with  respect  to  the  partnership  liability  for 
the  purchase  money  note  in  order  to  provide 
the  partnership  widi  the  funds  needed  to  pay 
the  outstanding  balance  of  the  note  that  is 
owed  to  F,  as  subrogee.  See  paragraph 
(d)(3)(ii)(B)  of  the  section.  Thus,  E  bears  the 
economic  risk  of  loss  for  the  entire  $60,000 
partnership  liability.  Accordingly,  under 
paragraph  (d)  of  this  section,  the  liability  is  a 
recourse  liability,  and  E's  share  of  that 
liability  is  $60,000. 

Example  (5).  (i)  The  facts  are  the  same  as 
in  example  (3),  except  that  the  partnership 
agreement  provides  that  capital  accounts  will 
be  determined  and  maintained  for  the 
partners  in  accordance  with  9  1.704- 
l(h)(2)(iv),  distributions  in  liquidation  of  the 
partnership  (or  any  partner's  interest)  are  to 
be  made  in  accordance  with  the  partners’ 
positive  capital  account  balances  (as  set  forth 
in  9  1.704-l(b)(2)(ii)(6)(2)),  and  any  partner 
with  a  deBcit  balance  in  the  partner's  capital 
account  following  the  liquidation  of  the 
partner’s  interest  must  restore  that  deBcit  to 
the  partnership  (as  set  forth  in  9 1.704- 
l(b)p)(ii)(b)(d]).  At  the  time  it  incurs  the 
liability  for  the  purchase  money  note,  the 
partnership  has  no  income,  gain,  loss, 
deduction,  or  credit  for  the  taxable  year. 

(ii)  To  determine  the  economic  risk  of  loss 
that  each  partner  bears  with  respect  to  the 
partnership  liability  for  the  purchase  money 
note,  the  partnership  must  be  deemed  to 
constructively  liquidate  (within  the  meaning 
of  paragraph  (d)(3)(iii)  of  this  section).  This 
requires,  among  other  things,  that  the 
partnership  be  treated  as  if  it  disposed  of  all 
its  assets  in  a  fully  taxable  exchange  for  no 
consideration,  allocated  partnership  items  of 
income,  gain,  loss,  deduction,  and  credit  to 
the  partners  for  the  partnership  taxable  year 
ending  on  the  date  of  the  liquidation,  and 
liquidated  the  partner’s  interests  in  the 
partnership.  See  paragraph  (d)(3)(iii)(A)  (d) 
and  (4)  of  this  section.  If  the  partnership 
constructively  liquidated  immediately  after 
incurring  the  purchase  money  note,  the 
partnership  would  recognize  a  taxable  loss  of 
$100,000  (which  equals  the  adjusted  tax  basis 
of  the  property)  on  the  disposition  of  its 
depreciable  personal  property  for  no 
consideration.  Thus,  the  partnership  would 
have  a  taxable  loss  of  $100,000  for  the 
hypothetical  partnership  taxable  year  ending 
on  the  date  of  the  constructive  liquidation. 
The  partnership  agreement  would  allocate 
this  loss  between  E  and  F  as  follows: 
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E 

F 

Capital  account  on  fonnation .. 
Less:  loss . 

$20,000 

(50,000) 

$20,000 

(50,000) 

Capital  account  after  con- 

($30,000) 

($30,000) 

Thus,  in  order  to  restore  the  deBcit  balances 
in  their  capital  accounts,  E  and  F  would  each 
be  obligated  to  make  a  net  contribution  of 
$30,000  to  the  partnership  with  respect  to  the 
partnership  liability  for  die  purchase  money 
note  if  the  partnership  constructively 
liquidated  immediately  after  it  incurred  that 
liability.  See  paragraph  (d)(3](ii](B)  of  this 
section.  Therefore,  as  in  example  (3)  E  and  F 
each  bears  $30,000  of  the  economic  risk  of 
loss  for  the  partnership  liability  under 
paragraph  (dK3)(i)  of  Ais  section. 

Example  (6).  (i)  The  facts  are  the  same  as 
in  example  f5),  except  that  the  partnership 
agreement  provides  that  90  percent  of 
partnership  net  taxable  loss  will  be  allocated 
to  E  and  10  percent  to  F. 

(ii)  As  in  example  (5),  if  the  partnership 
constructively  Uquidated  immediately  after 
incurring  the  purchase  money  note,  the 
partnership  would  recognize  a  taxable  loss  of 
$100,000  on  the  disposition  of  its  depreciable 
personal  property  for  no  consideration,  and 
the  partnersUp  would  have  a  net  taxable  loss 
of  $100,000  for  the  hypothetical  partnership 
taxable  year  ending  on  the  date  of  the 
constructive  liquidation.  The  partnership 
agreement  would  allocate  90  percent  of  this 
net  taxable  loss  to  E  and  10  percent  to  F. 


E 

F 

Capital  account  on  formation .. 

$20,000 

(90,000) 

$20,000 

(10,000) 

Capital  account  after  con- 

$70,000 

$10,000 

Thus,  E  would  be  obligated  to  make  a  net 
contribution  of  $70,000  to  the  partnership  at 
the  time  of  the  constructive  liquidation 
(within  the  meaning  of  paragraph 
(d)(3)(ii](B)(J)  of  this  section)  in  order  to 
restore  the  deftcit  balance  in  E’s  capital 
account.  F,  on  the  other  hand,  would  not  be 
obligated  to  make  a  contribution  to  the 
partnership,  but  would  be  entitled  to  receive 
a  $10,000  distribution  from  the  partnership. 

(iiij  Under  paragraph  (d)(3)(ii)(B)(i]  of  tiiis 
section,  $60,000  of  the  $70,000  net 
contribution  that  E  would  be  obligated  to 
make  to  the  partnership  constitutes  an 
obligation  to  make  a  net  contribution  with 
respect  to  the  partnership  liability  for  the 
purchase  money  note  (E’s  net  contribution 
($70,000)  multiplied  by  the  fraction  obtained 
by  divi(ting  the  outstanding  partnership 
indebtedness  with  respect  to  that  liability 
($60,000)  by  the  sum  of  the  partners’  net 
contributions  ($70,000)).  *1110  other  $10,000  of 
E’s  net  contribution  would  fund  the 
distribution  to  F.  While  the  holder  of  the 
purchase  money  note  could  attempt  to 
recover  the  balance  due  on  the  note  fivm  F  as 
a  general  partner,  E  and  F  have  agreed  under 
the  partnership  agreement  that,  as  between 
them,  E  will  bear  the  risk  of  loss  for  that 


I 


i 


liability,  and  the  rules  of  this  section  assume 
that  E  actually  discharges  E’s  obligation  to 
make  a  net  contribution  to  the  partnership  at 
the  time  of  the  constructive  liquidation.  See 
paragraph  (d)(3)(ii)(D)(^)  of  this  section. 

Under  paragraph  (d)(3)(i)  of  this  section,  E 
bears  the  economic  risk  loss  for  the  full 
amount  of  the  partnership  liability  for  the 
purchase  money  note.  'Therefore,  the 
partnership  Uability  for  the  note  is  a  recourse 
liability  that  is  allocated  entirely  to  E.  See 
paragraph  (d)  (1)  and  (2)  of  this  section. 

Example  (^.  (i)  The  facts  are  the  same  as 
in  example  (6),  except  that  F  contributes  a 
promissory  note  (of  which  F  is  the  maker) 
with  a  principal  balance  of  $60,000  to  the 
partnership.  The  promissory  note  is  not 
readily  tradeable  on  an  established  securities 
market  Fs  promissory  note  is  payable  in  ftve 
years;  however,  Fs  obligation  to  discharge 
the  note  will  be  accelerated  if,  prior  to  that 
time,  the  partnership  is  liquidated. 

(ii)  Fs  promissory  note  constitutes  an 
obligation  to  make  a  contribution  to  the 
partnership  (within  the  meaning  of  paragraph 
(d)(3)(ii)(B)(2)  of  this  section).  If  F  contributed 
the  $M,000  principal  balance  of  the 
promissory  note  to  the  partnership 
immediately  after  the  constructive 
liquidation,  Fs  capital  account  would 
increase  by  $60,000,  giving  F  a  positive 
capital  account  balance  of  $70,000  and  the 
ri^t  to  the  distribution  of  an  additional 
$^000  ftt>m  the  partnership. 

Fs  capital  account  after  construe* 

tive  liquidation . .  $10,000 

Plus:  contribution  pursuant  to 
promissory  note................................  60,000 

Total . .  $70,000 


Because  F  would  be  entitled  to  be  reimbursed 
for  a  contribution  made  pursuant  to  the 
promissory  note,  F  would  not  be  obligated  to 
make  a  net  contribution  to  the  partnership 
upon  a  constructive  liquidation.  See 
paragraph  (d)(3)(ii)(B)(d)  and  (C)  of  this 
section.  After  Fs  payment  of  the  $60,000 
balance  due  on  the  promissory  note,  the 
partnership  would  have  only  $60,000  in  cash 
to  satisfy  &e  $60,000  partnership  liability  and 
Fs  $70,000  positive  capital  account  balance. 

E  would,  however,  be  obligated  to  make  a  net 
contribution  of  $70,000  to  the  partnership  to 
restore  the  deficit  balance  in  E’s  capital 
account.  As  in  example  (6),  $60,000  of  this  net 
contribution  constitutes  a  net  contribution 
with  respect  to  the  partnership  liability  and 
$10,000  is  attributable  to  the  partnership’s 
obligation  to  satisfy  Fs  positive  capital 
account  balance,  llierefore,  as  in  example 
(6),  E  bears  the  economic  risk  of  loss  for  the 
full  amount  of  the  partnership  liability  for  the 
purchase  money  note  unless  Fs  contribution 
of  the  promissory  note  to  the  partnership 
constitutes  part  of  a  plan  to  circumvent  or 
avoid  E’s  deftcit  restoration  obligation.  See 
paragraph  (d)(3)(ii)(D)(3)  of  this  section 
regarding  the  existence  of  a  plan  to 
circumvent  or  avoid  an  obligation. 

Example  (0).  (i)  G  and  H  form  a  general 
partnership  to  invest  in  stocks,  securities,  and 
other  income  producing  liquid  assets.  G,  the 
managing  partner,  contributes  $5,000  in  cash 


to  the  partnership,  and  H,  an  investor, 
contributes  $15,000  in  cash  to  the  partnership. 
Immediately  after  its  formation,  the 
partnership  obtains  a  $10,000  recourse  loan 
from  a  commercial  bank  and  purchases 
$15,000  of  corporate  stock,  $10,000  of 
government  securities,  and  a  $3,000 
certiftcate  of  deposit.  At  the  end  of  its  ftrst 
day  of  business,  the  partnership  owns  the 
following  assets: 

Adjusted 


basis 

Cash .  $2,000 

Corporate  stock .  15,000 

Government  securities .  10,000 

Certiftcate  of  deposit...^ .  3,000 


Total .  $30,000 


The  partnership  agreement  provides  that  the 
partners  will  share  partnership  taxable 
income  and  loss  equally.  The  partnership 
agreement  also  provides  that  capital 
accounts  will  be  determined  and  maintained 
for  the  partners  in  accordance  with  §  1.704- 
l(b)(2)(iv),  distributions  in  liquidation  of  the 
partnership  (or  any  partner’s  interest)  will 
made  in  accordance  with  the  partner’s 
positive  capital  account  balances  (as  set  forth 
in  S  1.704-l(b)(2)(ii)(b)(^),  and  any  partner 
with  a  deftcit  balance  in  the  partner’s  capital 
account  following  the  liquidation  of  the 
partner’s  interest  must  restore  that  deficit  to 
the  partnership  (as  set  forth  in  S  1.704- 
l(b)(2)(ii)(6)(5)). 

(ii)  The  indebtedness  represented  by  the 
loan  is  a  partnership  liabiftty.  See  paragraph 
(g)  of  this  section.  Ilie  partners  will  share 
Aat  liability  according  to  the  economic  risk 
of  loss  borne  by  each  partner  with  respect  to 
such  liability.  See  paragraph  (d)(3)(i)  of  this 
section.  The  determination  of  the  economic 
risk  of  loss  that  each  partner  bears  with 
respect  to  the  liability  for  the  loan  is,  in  turn, 
governed  by  the  impact  that  a  constructive 
liquidation  of  the  partnership  would  have  on 
the  partners’  obligation  with  respect  to  that 
liability.  If  a  partnership  is  deemed  to 
constructively  liquidate,  all  partnership 
assets,  including  cash  and  other  financial 
assets,  are  deemed  to  be  worthless,  and  the 
partnership  is  treated  as  if  it  disposed  of 
those  assets  in  a  fully  taxable  exchange  for 
no  consideration.  On  the  deemed  disposition 
of  its  cash,  corporate  stock,  government 
securities,  and  certiftcate  of  deposit  for  no 
consideration  at  the  end  of  its  first  day  of 
business,  the  partnership  would  recognize  a 
$30,000  taxable  loss.  This  loss  would  be 
allocated  equally  between  the  partners. 

G  H 

Capital  accounts  on 

formation .  $5,000  $15,000 

Less:  loss .  (15,000)  (15,000) 

Capital  accounts  after 

constructive 

liquidation...... - - - -  ($10,000)  $0 


Consequently,  if  the  partnership 
constructively  liquidated  at  the  end  of  its  ftrst 


S3154  Fedmai  -RagistBr  /  Vol.  .53,  No.  .251 ./  Friday,  PeGcmber  30,  1988 ,/  R^es  and  Regvdationg 


day  of  business,  <G  would  be  obligated  to 
make  a  net  contribution  of  $10,000  to  the 
partnershipto  restore  the  deficit  balance  in 
G’s  capital  account  See  paregr^h 
(d)(3)(UKB)(i3)  of  this  sectioa.  Under 
paragraph  (d)(3](U)(B](l)  of  this  section,  G's 
deficit  restoration  obligation  would  be 
treated  as  an  obligation  to.make  a  net 
contribution  of  $10,00010  file  partnership 
with  respect  lo  the  partnership  liability  for 
the  loan.  Therefore,  under  paragraph  (d)(3)(i) 
of  this  section,  G  bears  the  economic  risk  of 
loss  for  the  full  amount  of  the  partnership 
liability  for  the  loan.  As  a  result,  the  liability 
is  a  rmsourse  liability  that  is  allocated 
entirely  to  G.  Seejiaregraph  (d)  (1)  and  (2)  of 
this  section. 

Example  (9).  (i)  I  and  }  form  a  limited 
partnership.  I,  the  general  partner, 
contributes  $ia000  to  the  partnership,  and  ], 
the  limited  partner,  contributes  $90,000  to  the 
partnership.  The  partnership  piuchases 
depredabte  personal  property  1  for  $110,000, 
paid  by  the  ^livery  of  $W,000  in  cash  and  a 
recourse  purchase  money  note  in  the 
principal  amount  of  $70,000  ('tnote  1").  Ibe 
partnership  also  purchases  depreciable 
property  2  for  $270,000,  paid  by  the  delivery 
of  $60,000  in  cash  and  a  recourse  purchase 
money  note  in  the  principal  amount  of 
$210,000  (“note  2"). )  and  the  seller  of 
property  2‘enter  into  an  indemnification 
agreement  whereby  Jiagrees  to  pay  the  seller 
the  outstanding  balance  of  note  2  if  the 
partnership  fails  to  make  the  payments 
required  pursuant  to  that  note.  Under  the 
indemnification  agreement  if  the  partner^p 
defaults,  the  seller  may  collect  file  balance 
due  on  note  2  direcfiy  from  ]  without  pursuing 
its  legal  remedies  against  the  partner^ip. 

The  seller  may  also  attempt  to  collect  the 
balance  due  on  mote  2bEom  the  partnership 
before  it  proceeds  against  J  imder  the 
indemnification  agreement.  The  partnership 
agreement  does  not  give  J  any  li^t  to  seek 
repayment  ficHnthe  partnerstep  or  I  for  any 
amount  that  (  pays  to  the  seller  inirsuant  to 
the  indemnification  agreement.  Similarly, 
neither  the  partnership  nor  I  are  beneficiaries 
of  the  indemnification  agreement.  3he 
partnership  agreement  provides  that 
partnership  taxable  income  and  loss  will  be 
allocated  10  percent  to  i  and  00  percent  to  ], 
except  that  all  partnership  taxable  loss  will 
be  allocated  to  1  after  the  partners’  capital 
accoimts  are  reduced  to  zero  and  partnership 
taxable  income  must  first  be  allocated  to 
eliminate  any  deficit  balances  in  file  partners' 
capital  accounts.  The  partnership  agreement 
also  provides  fiiat  capital  accounts  will  be 
determined  and  maintained  for  the  partners 
in  accordance  with^  1.704-l(b)(2){iv)  and 
distributions  in  liquidation'ortfae  partnership 
(or  any  partner’s  interest)  are  to  be  made  in 
accordance  with  the  partner’s  positive  capital 
account  balances  (as  set  forth  in  S  1.704- 
l(b)(2){ii){h)(2)).  The  partners  are  not 
obligated  to  restore  any  deficit  balances  in 
their  capital  accounts  following  the 
liquidation  of  their  interests  in  the 
partnership.  The  partnership  has  no  income, 
gain,  loss,  deduction,  or  credit  for  the  period 
prior  to  the  acquisition  of  properties  1  and  2. 

(ii)  The  partnership  obligations  represented 
by  notes  1  and  2  constitute  partnership 
liabilities  (’’liabilities  1  and  2’’,  respectively). 


See  paragraph  (g)  of  this  section.  If  the 
partnership  constructively-liquidated  (within 
the  meaning  of  paragraph  (d)(3)(iu)  of  this 
section)  immediately  afier  incurnng  liabilities 
1  and '2,  the  partneahip  wouldrocognize  a 
taxable  loss  0f$380JQ6D'fiom  file  disposition 
of  propettiesl  and  2  for  no  consideration. 

See  patagtaph.(d)(3)(iii)(A)(J)  of  this  section. 
Thus,  for  the  hypothetical  laxableyear 
ending  on  the  date  of  the,construotive 
liquidation,  the  partnership  would  have  a 
taxable  loss  of  $380,000.  Tliisioss  would  be 
allocated  between  the  partners  as  follows: 

I  I 


Capital  accounts  on 


formation..-..,.. — ...... 

.-.  $10,000 

$80,000 

Less:  loss.— 

....  (29a000) 

(90,000) 

Capital  accounts  after 

constructive 

liquidation  ................ 

....($28a00(9 

$0 

After  the  conatnictive  liquidation,  1,  as  the 
sole  general  partner,  would i)e>obligated'.by 
operation  ofiaw  tonontsibute$280,000  to  the 
partnership  totfiischarge  the  partnership’s 
obligations  under  notes  1  and  2. ),  on  the 
other  hand,  would  be  obligated  pursuant  to 
the  indemnification  agreement  to  pay  the 
outstanding  bfilance  of  note  2  ($210,000)  to 
the  seller  of  property  2  because  of  the 
partnership’s  failure  to  make  the  payments 
due  on  that  note.  See  paragraph 
(d)(3)(iii)(A)(2)  of  this  section. 

(iii)  Ts  obligation  to  contribute  $280,000  to 
the  partnership  constitutes  an  obligation  to 
make  a  net  contrlbution‘to  the  partnership. 
See  paragraph '(d)(3)(ii)(B)(J)  of  this  section. 
Under  paragraph  (d)(3)(ii)(B](l)  of  this 
section,  the  net  contribution  that  I  would  be 
obligated  to  make  to  the  partnership  at  the 
time  of  the  constructive  liquidation  is 
allocated  among  the  .partnership  liabilities  to 
determine  the  net  contribution  that  I  would 
be  obligated  to  make  with  respect  to  each 
liability.  The  amoimt  of  I’s  obligation  to  make 
a  net  contribution  to  the  partnership  that  will 
be  allocated  to  each  partnership  liability  is 
determined  by  multiplying  the  amount  of  that 
obligation  by  the  fraction  obtained  by 
dividing  the  outstanding  partnershty 
indebtedness  with  respect  to  that  liability  at 
the  time  of  file-constructive  liquidation  by  the 
sum  of  the  net  contributions  that  all  partners 
woiild  be  obligated  to  make  to  the 
partnership  as  a  result  of  the  liquidation. 
Under  paragraph  (d)(3)(ii)(6)(4)  of  this 
section,  the  outstanding  partnership 
indebtedness  with  respect  to  liabilities  1  and 
2  at  the  time  of  the  constructive  liquidation 
equals  the  outstanding  balances  of  those 
liabilities — $70,000  and  $210,000,  respectively. 
The  sum  of  the  net  contributions  that  the 
partners  would-be  obligated  to  make  to  the 
partnership  at  the  time  of  the  constructive 
liquidation  equals  $280,000  because  I  is  the 
only  partner  that  would  be  obligated  to  make 
a  net  contribution  to  the  partnership. 
Therefore,  if -the -partnership  constructively 
liquidated  immediately  after  incurnng 
liabilities  1  and  2, 1  would  be  obligated  to 
make  net  contributions  with  respect  to 
liabilities  1  and  2  of  70,000  ($280,000 
multiplied  by$7O,Q0O/$28O,OOO)  and  $210,000 


($28a000.maltiplied  b3r$210,eeo/$2eo,000), 
respectively.  In  addition,  assuming  that )  has 
no  right  under  applicable  state  law  to  be 
reimbursed  for  any  payment  made  pursuant 
to  fiie>indemnlfioation  agreement,-}  would  be 
obligated  to  make  a  net  payment  of  $210,000 
to  a  creditor  or  other  person  with  respect  to 
liability  2  See  paragraph '(d)(3)(ii)(A)  of  this 
section. 

(iv)  Under  imragiaph  (d)(8)(iKA)  of  this 
se^on,  the«aonomic  riric  of  foas  borne  by  a 
partner  with  respect  to  any  partnership 
liability  generalty  equals  ^  «um  of  (Si)  the 
net  payment  fiiat  such  partner  would  lie 
obligated  to  maketo  a  creditor  or  other 
person  and  (2)‘theinet  contribution  that  such 
partner  woidd  be  obligated  to  make  to  the 
partnership'withiiespedt  to  such  liability  if 
the  partnership  constructivety -liquidated.  If 
the  aggregate  amount  lof'fiie  economic  ride  of 
loss  that  all  pertnen  would  otherwise  be 
determined  to  bear  with  respect  to  a 
partnership  liability  exceeds  file  amount  of 
such  liability,  however,  then  the  economic 
risk  of  loss  borne  by  each  partner  with 
respect  to  such  liability  shall -equal  file 
amount  determined  by  multiplying  such 
liability  by  the  fraction  obtained -by  dividing 
the  economic  risk  of  loss  that  fiie  partner 
would 'Otherwise  be  considered  to  bear  with 
respect  to  such  liability  by  the  sum  of  such 
amounts  for  all  partners.  See  the  next  to  the 
last  sentence  of  paragraph  (d)(3)(i)  of  this 
section.  Under  the  general  rule  of  paragraph 
(d)(3)(i)(A)  of  this  section,  I  and )  would  each 
bear  foe  economic  risk  of  loss  for  the  full 
amount  of  liability  2. 1  and  |  each  bear  the 
economic  risk  of  loss  for  the  full  amount  of 
habiKty  2  under  the  general  rule  because  the 
arrangements  between  foe  partners  fail  to 
satisfactorily  address  the  manner  in  which 
they  will  share  the  risk  of  loss  attributable  to 
that  liability.  In  such  a  ottse,  the  facts  must  be 
closely  scrutinized  to  determine  whether  the 
failure  to;resolve  the  manner  in  which  the 
partners  will  share  foe  risk  of  loss 
attributable  to  a  partnership  liability  is  part 
of  a  plan  to  circumvent  or  avoid  the 
obligation  of  any  partner  to  make  a  net 
payment  to  a-creditor  or  other  peroon  or  a  net 
contribution  to  the  partnership  with  respect 
to  such  liability.  See  paragraph  (2)(3)(ii)(0)(?) 
of  this  section  regarding  foe  existence  of  a 
planfo  circumvent  or  avoid  an  obligation. 
Assuming  that  there  is  not  a  plan  to 
circumvent  or  avoid  either  partner’s 
obligation  with  respect  fo  liability  2, 1  and ) 
each  bear  the  economic  risk  of  loss  of 
$105,000  of  liability  2  under  the  next  to  foe 
last  sentence  of  paragraph  (d)(3)(i)  of  this 
section.  Also,  I  bears  foe  economic  risk  of 
loss  forfoe  full  amount  of  liability  1  because  I 
would  be  obligated  to  make  a  net 
contribution  to  the  partnership  of  $70,000 
wifo  respect  to  liability  1  if  the  partnership 
constructively  liquidated  immediately  after 
incurring  that  liability.  Accordingly,  liabilities 
1  and  2  are  recourse  liabilities  of  the 
partnership,  I  and  J  share  liability  2  equally, 
and  I  is  allocated  foe  entire  amount  of 
liability  1.  Bee  paragraph  (d)  (1)  and  (2)  of 
this  section. 

Example  flO).  (i)  K  and  L  form  a  limited 
partnership.Kfoe  general  partner,  and  L,  the 
limited  partner,  contribute  $20,000  and 
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$80,000,  respectively,  in  cash  to  the 
partnership.  The  partnership  purchases 
depreciable  personal  property  for  $250,000 
using  the  $100,000  in  cash  contributed  by  the 
partners  and  a  $150,000  recourse  loan  from  a 
commercial  bank.  To  provide  additional 
security  for  the  loan,  Ae  bank  obtains  an 
indemnification  from  L  Under  the 
indemnihcation  agreement,  if  the  partnership 
defaults  on  the  loan,  L  has  agreed  to  pay  the 
bank  the  portion,  if  any,  of  the  outstanding 
balance  of  the  loan  that  it  is  unable  to 
recover  from  the  partnership.  L  has  no 
obligation,  however,  to  make  any  payment 
pursuant  to  the  indemnihcation  agreement 
until  the  bank  has  exhausted  its  legal 
remedies  against  the  partnership.  The 
partnership  agreement  provides  that  capital 
accounts  will  be  determined  and  maintained 
for  the  partners  in  accordance  with  S  1.704- 
l(b)(2)(iv),  distributions  in  liquidation  of  the 
partnership  (or  any  partner's  interest)  are  to 
be  made  in  accordance  with  the  partners’ 
positive  capital  account  balances  (as  set  forth 
in  §  1.704-l(b)(2)(ii)(b)(2)),  and  K  is  obligated 
to  restore  to  the  partnership  any  deficit 
balance  in  K’s  capital  account  following  the 
liquidation  of  K’s  interest  (as  set  forth  in 
§  1.704-l(b)(2)(ii)(b)(J)).  L  has  no  obligation  to 
contribute  adtfitional  capital  to  the 
partnership.  The  partnership  agreement  also 
provides  that  partnership  taxable  income  and 
loss  will  be  allocated  20  percent  to  K  and  80 
percent  to  L,  except  that  partnership  taxable 
loss  will  be  allocated  solely  to  K  after  the 
partners*  captial  accounts  are  reduced  to  zero 
and  partnership  taxable  income  must  be 
allocated  first  to  eliminate  any  deficit 
balances  in  the  partner’s  capital  accounts. 

(ii)  The  indebtedness  represented  by  the 
loan  obtained  by  the  partnership  to  purchase 
the  depreciable  personal  property  is  a 
partnership  liability.  See  paragraph  (g)  of  this 
section.  If  the  partnership  constructively 
liquidated  (within  the  meaning  of  paragraph 
(d](3)(iii)  of  this  section],  K,  as  the  only 
partner  that  has  any  obligation  to  contribute 
additional  capital  to  the  partnership,  would 
be  obligated  to  make  a  contribution  to  the 
partnership  of  the  funds  needed  to  pay  the 
outstanding  balance  of  the  loan,  and  K  would 
not  be  entided  to  seek  reimbursement  for  this 
contribution  from  L  (K  is  not  a  beneficiary  of 
the  indemnification  agreement). 

Consequently,  K  would  be  obligated  to  make 
a  net  contribution  of  $150,000  with  respect  to 
the  partnership  liability  for  the  loan  if  the 
partnership  constructively  liquidated.  See 
paragraph  (d)(3)(ii)(B)  of  this  section. 
Therefore,  under  paragraph  (c)  of  this  section, 
K  bears  the  economic  risk  of  loss  for  the  full 
amount  of  the  partnership  liability  for  the 
loan,  and  that  liability  is  a  recourse  liability 
that  is  allocated  entirely  to  K. 

(iii)  Under  the  indemnification  agreement, 
L’s  obligation  to  make  a  payment  to  the  bank 
arises  only  if  the  bank  cannot  recover  its  loan 

'  from  the  partnership.  Consequently,  if  the 
partnership  constructively  liquidated,  L 
would  not  be  obligated  to  make  a  payment  to 
the  bank  under  the  indenmification 
agreement  unless  K  failed  to  discharge  K’s 
obligation  to  contribute  additional  capital  to 
the  partnership.  Under  paragraph 
(d)(3)(ii](D)(2)  of  this  section,  however,  the 
partners  are  generally  treated  as  if  they 


actually  discharge  their  obligations  to  make 
contributions  to  the  partnership  or  payments 
to  a  creditor  or  other  person  for  purposes  of 
applying  paragraph  (d)(3)(ii)  of  this  section, 
liierefore,  since  K  is  asssumed  to  satisfy  K’s 
obligation  to  contribute  additional  capital  to 
the  partnership,  L  is  not  considered  to  have 
an  obligation  to  make  a  payment  to  the  bank 
under  Ae  indemnification  agreement. 

Example  (11).  (i)  the  facts  are  the  same  as 
in  example  (10),  except  that  K  is  a 
corporation  that  is  a  member  of  an  affiliated 
group  of  corporations  filing  a  consolidated 
return.  K  was  formed  by  the  parent  of  the 
consolidated  group,  P  corporation,  solely  to 
acquire  and  hold  its  general  partner  interest 
P  corporation  formed  K  to  acquire  an  interest 
in  the  partnership  both  for  investment 
purposes  and  for  the  tax  losses  it  expected 
the  partnership’s  property  to  generate.  To 
limit  its  monetary  exposure,  however,  P 
capitalized  K  only  with  the  funds  K  needed  to 
acquire  its  general  partner  interest. 

(ii)  These  facts  and  circumstances,  when 
considered  together  with  L’s  indemnification 
agreement,  indicate  a  plan  to  circumvent  or 
avoid  K’s  obligation  to  make  a  net 
contribution  to  the  partnership.  Therefore, 
under  paragraph  (d](3)(ii)(D](J)  of  this 
section,  K’s  obligation  to  make  a  net 
contribution  to  t^e  partnership  is  not 
recognized  for  purposes  of  applying  the  rules 
of  paragraph  (d)(3)  this  section,  and  the  rules 
of  this  section  must  be  applied  as  if  that 
obligation  did  not  exist.  See  paragraph 
(d)(3)(ii](D)(2]  of  this  section.  Accordingly,  if 
the  partnership  constructively  liquidated 
(within  the  meaning  of  paragraph  (d)(3)(iii)  of 
this  section],  the  bank  would  not  be  able  to 
recover  any  part  its  loan  from  the 
partnership,  and  L  would  be  obligated 
pursuant  to  the  indemnification  agreement  to 
pay  the  bank  the  outstanding  balance  of  the 
loan.  Under  paragraph  (d](3)(i)  of  this  section, 
L  bears  the  economic  risk  of  loss  for  the  full 
amount  of  the  partnership  liability  for  the 
loan.  Therefore,  the  partnership  liability  for 
the  loan  is  a  recourse  liability  that  is 
allocated  entirely  to  L  See  paragraph  (d)  (1) 
and  (2)  of  this  section. 

Example  (12).  (i)  M  and  N  form  a  general 
partnership  to  purchase  an  office  building, 
each  contributing  $15,000  to  the  partnership. 
The  partnership  purchases  an  office  building 
for  $100,000  with  the  cash  contributed  by  the 
partners  and  a  $70,000  recourse  loan  from  a 
commercial  bank.  In  connection  with  the 
purchase  of  the  building,  M  contributes  an 
additional  $45,000  to  the  partnership.  'These 
funds  are  deposited  in  a  special  escrow 
account  of  the  partnership  that  is  to  be  used 
solely  for  purposes  of  making  payments  on 
the  loan.  'The  partnership  pledges  the  escrow 
account  to  the  bank  as  security  for  the  loan. 
The  partnership  agreement  provides  that  the 
partners  will  share  partnership  taxable 
income  and  loss  equally,  except  that  interest 
income  from  the  escrow  account  is  to  be 
allocated  95  percent  to  M  and  5  percent  to  N. 
The  partnership  agreement  also  provides  that 
capital  accoimts  will  be  determined  and 
maintained  for  the  partners  in  accordance 
with  §  1.704-l(b)(2)(iv),  distributions  in 
liquidation  of  the  partnership  (or  any 
partner’s  interest]  are  to  be  made  in 
accordance  with  the  partners’  positive  capital 


account  balances  (as  set  forth  in  S  1.704- 
l(b)(2)(ii)(b)(2)),  and  any  partner  with  a 
deficit  balance  in  the  partner’s  capital 
account  following  the  liquidation  of  the 
partner’s  interest  must  restore  that  deficit  to 
the  partnership  (as  set  forth  in  §  1.704- 
l(fi)(2)(ii)(b)(3)).  The  partnership  has  no 
income,  gain,  loss,  deduction,  or  credit  for  the 
period  prior  to  the  acquisition  of  the  building. 

(ii)  llie  indebtedness  represented  by  the 
loan  obtained  by  the  partnership  to  purchase 
the  office  building  is  a  partnership  Uability. 
See  paragraph  (g)  of  this  section.  If  the 
partnership  is  deemed  to  constructively 
liquidate  (within  the  meaning  of  paragraph 
(d)(3)(iii)  of  this  section)  immediately  after 
pui^asing  the  building,  the  partnership  is 
treated  as  if  the  building  became  worthless, 
the  loan  became  due  and  payable  in  full,  and 
the  partnership  disposed  of  the  building  in  a 
fully  taxable  exchange  for  no  consideration. 

In  addition,  the  partnership  is  deemed  to 
transfer  the  fun^  held  in  escrow  to  the  bank 
in  partial  satisfaction  of  the  loan.  The 
escrowed  funds  are  not  deemed  to  be 
worthless  because  those  funds,  which  were 
contributed  to  the  partnership  by  M,  are  used 
in  the  partnership’s  activities  solely  to  secure 
the  payment  of  the  loan  from  the  bank.  See 
paragraph  (d)(3)(iii)(A)(7)  and 
(d)(3)(ii)(A](P)(i7)  of  this  section.  Under 
paragraph  (d](3)(ii)(A)(2)(/7)  of  this  section, 
the  partnership’s  obligation  to  use  the 
escrowed  funds  that  M  contributed  to  the 
partnership  to  discharge  the  loan  is  treated  as 
an  obligation  of  M  to  make  a  payment  to  a 
creditor  or  other  person  with  respect  to  the 
partnership  liability  for  the  loan. 

(iii)  On  the  disposition  of  its  office  building 
for  no  consideration,  the  partnership  would 
incur  a  taxable  loss  of  $100,000.  which  would 
be  allocated  equally  between  the  partners. 
Thus,  if  the  partnership  constructively 
liquidated  immediately  after  purchasing  the 
building,  the  partners'  capital  accounts  would 
appear  as  follows: 


Capital  accounts  on 

formation .  $60,000  $15,000 

Less:  loss .  (50,000)  (50,000) 

Capital  accounts  after 
constructive 

liquidation .  $10,000  ($35,000) 


M’s  positive  capital  account  balance  would 
entitle  M  to  a  $10,000  distribution  from  the 
partnership.  Because  M  would  not  have  been 
entitled  to  any  distribution  from  the 
partnership  if  M  had  not  provided  the 
escrowed  funds  to  the  partnership,  M’s  right 
to  this  distribution  constitutes  a  right  to  be 
reimbursed  by  the  partnership  for  the 
escrowed  funds  that  M  is  considered 
obligated  to  pay  to  the  bank  imder  paragraph 
(d)(3](ii)(A)(i)(/i)  of  this  section.  Thus,  under 
paragraph  (d)(3)(ii)(A)  of  this  section,  M 
would  be  obligated  to  make  a  net  payment  of 
$35,000  ($45,000  less  $10,000)  to  a  creditor  or 
other  person  with  respect  to  the  partnership 
liability  for  the  loan  if  the  partnership 
constructively  liquidated. 
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(iv)  N’s  $35,000  deceit  capital  account 
balance  constitutes  an  obligation  to  make  a 
net  contribution  to  the  partnership.  Under 
paragraph  (d)(6)(ii)(B)(7)  of  this  section,  this 
obh^tion  vrill  nllooatedto  the  partnership 
Uability  for  the  loan  only  to  the  extent  diat  it 
does  not  exceed  the  outstanding  partnership 
indebtedness  with  respect  to  that  liability. 
Under  paragraph  (d)(3)(ii)(B)(4)  of  this 
section,  the  outstanding  partnership 
indebtedness  with  respect  to  that  liability 
equals  $35«000  (the  amount  of  euch  liability 
(^0,000),  reduced  by  die  excess  of  (I)  the 
amount  M’s  obligation  tomake  a  payment  to 
a  creditor  or  odier  person  with  respect  to 
such  liability  ($45,000)  over  (2)  the 
reimbursement  that  M  is  entitled  to  receive 
from  the  partnership  with  respect  to  that 
liabUity  ($10,000)).  ’hierefore.  if  the 
partnership  constructively  liquidated,  N 
would  be  obligated  to  make  a  net 
contribution  of  $35,000  to  the  partnership 
with  respect  to  the  partnership  liability  for 
the  loan. 

(v)  Under  paragraph  (d)(3)(i)  of  this  secdon, 
M  and  N  eac^  bear  ^e  economic  risk  of  loss 
for  $35,000  of  the  partnership  liability  for  the 
loan.  Accordingly,  the  liabiUty  is  a  recourse 
liability  that  M  and  N  share  equally. 

Example  (13)-  (i)  O  and  P  contribute 
$125,000  and  $25,000  in  cash,  respectively,  to 
form  a  calendar  year  general  partnership  on 
December  31, 1988.  P  also  contributes  a 
promissory  note  for  $100,000  to  the 
partnership.  The  promissory  note  is  payable 
on  the  fifth  anniversary  of  foe  partnership’s 
formation  and  bears  interest  at  a  rate  of  12 
percent,  compounded  annually.  On  the  date 
of  its  formation,  foe  partnership  purchases 
improved  real  property  for  its  ^50,000  of 
capital  and  a  $850,000  nonrecourse  loan  firom 
a  commercial  bank.  The  nonrecourse  loan  is 
secured  by  a  mortgage  on  the  real  property 
and  a  pledge  of  Fs  promissory  note.  Tlie 
partnership  agreement  provides  that  foe 
partners  will  share  partnership  taxable 
income  and  loss  equally.  The  partnership 
agreement  also  provides  that  capital 
accounts  will  be  determined  and  maintained 
for  foe  partners  in  accordance  with  §  1.704- 
l(b)(2)(iv),  distributions  in  liquidation  of  foe 
partnership  (or  any  partner's  interest)  are  to 
be  made  in  accordance  with  foe  partners’ 
positive  capital  account  balances  (as  set  forth 
in  §  1.704-l(b)(2)(ii)(h)(2)),  and  any  partner 
with  a  deficit  balance  in  foe  partner’s  capital 
account  following  foe  liquidation  of  foe 
partner’s  interest  must  restore  that  deficit  to 
foe  partnership.(a8  set  forfo  in  §  1.704- 
l(l>)(2)(ii)(h)(3)),  except  that  P  is  not  obligated 
to  restore  the  first  $100,000  of  any  deficit 
balance  in  P’s  capital  account  prior  to  the 
maturity  of  Fa  promissory  note.  For  1988,  foe 
partnership  foas  no  income,  gain,  .loss, 
deduction,  or  credit.  Assume  that  foe  Federal 
mid-term  rate  for  December  1988  is  10 
percent,  compounded  semiaimually. 

(ii)  The  indebtedness  represented  by  foe 
nonrecourse  loan  obtained  by  foe  partnership 
to  purchase  the  improved  real  property  is  a 
partnership  liability.  See  paragraph  (g)  of  this 
section.  To  determine  whether  any  partner 
bears  foe  economic  risk  of  loss  for  that 
liability  at  the  end  of  1988,  foe  partnership 
must  be  treated  as  if  it  constructively 
liquidated  (within  foe  meaning  of  paragraph 


(d)(3)(iii)  of  this  section)  at  that  time.  If  foe 
partnerridp  is  deemed  to  constructively 
liquidate  at  the  end  of  1988,  foe  following 
events  are  deemed  to  occur  (1)  foe 
partneidfaip’a  improved  real  property 
becomes  worthless,  (2)  foe  nonrecourse  loan 
becomes  due  and  pay^le,  (3)  the  partnership 
disposes  of  its  improved  real  property  in  a 
fully  taxable  exchange  (involving  foe  transfer 
of  that  property  to  foe  bank),  and  (4)  the 
peulnership  Allocates  its  taxable  income  or 
loss  to  foe  partners  for  the  partnership 
taxable  year  ending'on  foe  date  of  foe 
constructive  liquidation  and  liquidates  foe 
partners’  interests.  In  foe  constructive 
liquidation,  foe  partnership  is  treated  as  if  It 
received  considmation  in  foe  form  of  relief 
from  liability  upon  the  hypothetical 
disposition  of  its  mqiroved  raal  property  to 
foe  extent  foat  the  nonrecourse  loan  is  a 
liability  for  which  foe  creditor’s  right  to 
repayment  is  limited  to  one  or  more  assets  of 
foe  partnership.  See  paragraph 
(d)(3)(iii)(A)(J)  of  this  section.  Under 
paragraph  (d)(3)(ii)(B)(4)(//)  of  this  section, 
foe  nonrecourse  loan  constitutes  a  liability 
for  which  foe  creditor’s  right  to  repayment  is 
limited  to  one  or  more  assets  of  foe 
partnership  to  foe  extent,  but  only  to  foe 
extent,  foat  foe  outstanding  balance  of  foe 
loan  exceeds  foe  aggregate  amount  of  foe 
contributions  that  foe  partners  would  be 
obligated  to  make  to  foe  partnership  to 
discharge  foat  loan  if  the  partnership 
constructively  liquidated.  Fs  promissoiy  note 
(as  a  result  of  foe  pledge  of  that  note  to  foe 
bank  io  secure  foe  nonrecourse  loan) 
constitutes  ihe  only  obligation  that  foe 
partners  have  to  make  a  contribution  to  foe 
partnership  in  order  to  discharge  foe 
nonrecourse.loan.  Under  paragraph 
(d)(3)(ii)(E)  of  this  section,  Fs  obligation  to 
make  a  contribution  to  foe  partnership 
pursuant  to  the  promissory  note  is  recognized 
only  to  foe  extent  of  foe  value  of  foat  note 
because  foe  note  is  not  required  to  be  paid  by 
foe  later  of  (1)  foe  end  of  foe  partnership 
taxable  year  in  which  N’s  interest  is 
liquidated  or  (2)  within  90  days  after  foe  date 
of  such  liquidation.  At  foe  time  of  foe 
constructive  liquidation  (j.e„  at  end  of 1988), 
however,  Fs  promissory  note  is  deemed  to 
have  a  value  equal  to  foe  outstanding 
balance  ,df  foe  note  at  foat  time  ($100,000) 
because  foe  promissory  note  bears  interest  at 
a  rate  that  equals  or  exceeds  foe  applicable 
Federal  rate  at  foat  time  (i.e.,  foe  Federal 
mid-term.rate  for  December  1988).  See 
paragraph  (tl](3)(ii)(E)(2)  of  this  section. 
Accordingly, ;$7^,0Q0  of  foe  nonrecourse  loan 
($850,000  less  $100,000)  constitutes  a  liability 
for  wfoich  the  creditor’s  right  to  repayment  is 
limited  to  one  or  more  assets  of  foe 
partnership,  and  Ihe  partnership  is  deemed  to 
receive  consideration  of  $750,000  in  relief 
from  such  liability  upon  foe  hypothetical 
disposition  ofits  improved  real  property. 
Because  foe  adjusted  basis  of  foe 
partnership’s  real  property  equals'$l,000.000 
at  foe  end  of  1988,  foe  partnership  would 
recognize  a  taxable  loss  of  $250,000  on  this 
disposition  ($1,000,000  less  $750,000  of 
consideration).  This  loss  would  be  allocated 
equally  between  foe  partners  for  foe 
partnership'taxable  year  ending  on  the  date 
of  foe  constructive  liquidation. 


o  p 

CaiHtal  accounts  on 

formation . . .  $125,000  $25,000 

Less;  loss — .  (125,000)  (125,000) 

Capital  accounts  after 
constructive 

liquidation......... -  $0  ($100,000) 


(iii)  Fs  obligation  to  restore  foe'$ie0,000 
deficit  balanoe  in  Fs  capital  account  is 
governed  by  the  terms  of  P%  promissory  note. 
As  stated  above.  P’s  obligation  to  make  a 
contribution  to  ihe  partnership  pursuant  to 
foe  promissory  note  is  recognized  to  foe 
extent  of  foe  outstanding  balance  of  foat  note 
at  foe  time  of  foe  constructive  liquidation 
because  foenote  bears  interest  at  a  rate  foat 
equals  or  exceeds  the  applicable ’Federal  rate 
at  foat  time.  Thus,  P  would  be  obligated  to 
make  a  net  contribution  to  the  partnership  of 
$100,000  as  a  result  of  foe  constructive 
liquidation.  Under  paragraph  (d)(3)(ii)(B)(l)  of 
this  section,  the  net  contributions  that  foe 
partners  would  be  obligated  to  make  to  the 
partnership  if  foe  partnership  constructively 
liquidated  can  be  allocated  to  a  partnership 
liability  only'to  foe  extent  of  the  outstanding 
partnership  indebtedness  with  respect  to  foat 
liability.  The  outstanding  partnership 
indebtedness  with  respect  to  the  liability  for 
the  nonrecourse  loan  equals  $100,000  (the 
amount  of  such  liability  ($850,000)  reduced  by 
foe  portion  of  such  liability  for  which  foe 
creditor’s  right  to  repayment  from  foe 
partnership  is  limited  to  one  or  more  assets  of 
the  partnership  ($750,000)).  See  paragraph 
(d](3)(ii)(B)(4)  of  this  section.  Thus,  under 
paragraph  (d)  (3)(ii)(B)(7)  of  this  section,  foe 
full  amount  of  the  $100,000  net  contribution 
foat  P  would  be  obligated  to  make  to  the 
partnership  if>it  constructively  liquidated  at 
foe  end  of  1988  will  be  allocated  to  foe 
partnership  liability  for  foe  nonrecourse  loan. 

(iv)  At  foe  end  of  1988,  P  bears  foe 
economic  risk  of  loasior  $100,000  of  the 
partnership  liability  for  foe  nonrecourse  loan, 
and  no  .partner  bears  foe-economic  risk  of 
loss  for  the  other  $750,000  of  that  liability.  See 
paragraph  (d)(3)(i)  of  this  section. 

Accordingly,  foe  liability  is  treated  as  a 
recourse  Utility  to  the  extent  foat  P  bears 
foe  economic  .ri^  of  loss  for  such  liability 
and  as  a  nonrecourse  liability  io  foe  extent  of 
foe  excess.  See  paragraph  .())(2)  of  this 
section.  Under  paragraph  (d)(1)  of  this 
section,  all$lQD,000  of  the  recourse  liability  is 
allocated  to  P.  Under  paragraph  (e)(l)(iii)  of 
this  section,  foe  nonrecourse  liability  is 
allocated  between  foe  partners  in  proportion 
to  their  equal  interests  in  partnership  profits. 
At  foe  end  of  1988,  O  and  P  are  thus  each 
allocated$375,000  of  foe  nonrecourse  liability 
of  foe  partnership. 

Example  (14).  (i)  Q,  foe  general  partner, 
and  R,  foe  limited  partner,  form  a  limited 
partnership  with  cash  contributions  of 
$10,000  each.  Q  and  R  share  partnership 
profits  and  losses  equally.  The  partnership 
purchases  residential  rental  property  for  its 
$20,000  of  capital  and  an  $80,000  nonrecourse 
loan  from  a  commercial  bank.  The 
nonrecourse  loan  is  secured  by  a  mortgage  on 
foe  rental  property.  Q  also  provides  foe  bank 
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with  a  guarantee  that  the  loan  will  be  repaid. 

If  the  partnerriiip  defaults  on  the  loan,  Q  is 
liable  to  the  bank  for  the  difference  between 
the  value  of  the  property  and  the  outstanding 
balance  of  the  loan.  In  connection  with  0*8 
guarantee,  Q  and  R  enter  into  an 
indemniffcation  agreement  whereby  R  agrees 
to  reimburse  Q  for  50  percent  of  any  payment 
that  Q  is  required  to  make  pursuant  to  the 
guarantee. 

(ii)  The  indebtedness  represented  by 
nonrecourse  loan  obtained  by  the  partnership 
to  purchase  die  residential  rental  property  is 
a  partnership  tiability.  See  paragraph  (g)  of 
this  section.  Upon  a  constructive  liquidation 
(within  the  meaning  of  paragraph  (^(3)(iii)  of 
this  section),  the  partnership  is  treated  as  if 
its  residential  rental  property  becomes 
worthless  and  the  nonrecourse  loan  becomes 
due  and  payable  because  of  the  partnership’s 
failure  to  nudce  the  required  payments  on  the 
loan.  If  these  events  occurred,  Q  would  be 
obligated  to  pay  the  oatstanding  balance  of 
the  nonrecourse  loan  to  the  bank  under  the 
guarantee.  Under  the  indemnification 
agreement,  however,  Q  would  be  entitled  to 
be  reimbursed  by  R  for  50  percent  of  any 
payment  made  to  the  bank  pursuant  to  tiie 
guarantee.  Thus,  Q  and  R  would  each  be 
obligated  to  make  a  net  payment  to  a  creditor 
or  other  person  of  50  percent  of  the  liability 
for  the  nonrecourse  loan  if  the  partnership 
constructively  liquidated.  See  paragraph 
(d)(3}(ii](A)  of  this  section.  Under  paragraph 
(d)(3)(i]  of  this  secticm.  Q  and  R  each  bear  the 
economic  risk  of  loss  for  50  percent  of  the 
partnership  bability  for  the  nonrecourse  loaiu 
Accordingly,  the  liability  is  a  recourse 
liabQity  that  the  partners  share  equally.  See 
paragraph  (d)  (1)  and  (2)  of  this  section. 

Example  (IS),  (i)  S  and  T  form  a  Umited 
partnership  at  the  beginning  of  1989  solely  to 
acquire  and  lease  depreciable  personal 
property.  S,  the  general  partner,  and  T,  the 
limited  partner,  each  contribute  $10,000  in 
cash  to  the  partnership,  bi  1989,  the 
partnership  purchases  depreciable  personal 
property  for  $20,000  in  cash  and  a  recourse 
purchase  money  note  for  $80,000.  For  1989, 
the  partnership  has  a  taxable  loss  of  $10,000, 
consisting  of  Sti7,000  gross  rental  income, 
$7,000  of  interest  expense,  and  a  depreciation 
dediKtion  of  $20,000.  The  partnership 
agreement  provides  that  the  partners  will 
share  the  taxable  income  and  loss  of  the 
partnership  equally,  in  addition,  the 
partnership  agreement  provides  that  capital 
accounts  will  be  determined  and  maintained 
for  the  partners  in  acc(»dance  with  §  1.704-1 
(b](2)(iv)  and  distributions  in  liquidation  of 
the  partnership  (or  any  partner's  interest]  will 
be  made  in  accordance  with  the  partners’ 
positive  capital  accoimt  balances  (as  set  forth 
in  S  1.704-l(b)(2)(ii)(6)(^).  The  pa^ership 
agreement  also  provides  that  any  partner 
with  a  deficit  balance  in  the  partner’s  capital 
account  following  the  hquidation  of  the 
partner’s  interest  must  restme  that  deficit  to 
the  partnership.  While  S  is  required  to  restore 
any  deficit  balance  in  S’s  capital  account 
following  the  liquidation  of  S’s  interest  within 
90  days  of  such  liquidation,  T  is  not  required 
to  restore  any  deficit  balance  in  'Ts  capital 
account  following  the  liquidation  of  Ts 
interest  for  2  years  following  the  date  of  such 
liquidation  (and  any  deficit  balance  in  Ts 


capital  account  at  the  time  of  any  such 
liquidation  will  not  bear  interest  during  that 
two-year  period).  The  partnership  makes 
$10,000  of  principcd  payments  on  the 
promissory  note  during  1989,  and  the 
outstanding  balance  of  the  promissory  note  at 
the  end  of  1989  is  $70JX)0.  Assume  that  tte 
Federal  short-term  rate  for  December  1989  is 
10  percent,  compounded  semiannually. 

(ii)  The  indebtedness  represented  by  the 
purchase  money  note  is  a  partnership 
liability.  See  paragraph  (g)  of  this  section. 
Under  paragraph  (d)(3)(i)  of  this  section,  the 
partners  bear  foe  econ(Hnic  risk  of  loss  for 
that  liability  at  the  end  of  1989  to  the  extent 
that  they  would  be  obligated  to  make  a  net 
payment  to  a  creditor  at  other  person  at  a  net 
contribution  to  the  partnership  with  respect 
to  such  liabfoty  if  t^  partner^p 
constructively  liquidated  (within  tiie  meaning 
of  para^aph  (dKSMiii)  of  this  section)  at  tiiat 
time.  If  the  partnership  constructively 
liquidated  at  foe  end  of  1989,  foe  partnership 
would  recognize  a  taxable  loss  of  $80,000  on 
foe  disposition  of  its  depreciable  property  for 
no  consideration.  This  would  result  in  a 
partnership  net  taxable  loss  of  $90,000  for  foe 
partnership  taxable  year  ending  on  the  date 
of  foe  constructive  liquidation  ($80,000  loss 
on  the  deemed  disposition  phis  a  $10,000 
operating  loss).  This  loss  would  be  allocated 
to  foe  partners  as  follows: 


s  T 

Capital  accounts  on 


formation . . .  $10,000  $10,000 

Less:  loss - ($15,000)  ($45,000) 


Capital  accounts  after 
constructive 

liquidation - ($354)00)  ($35,000) 


Accordingly,  if  the  partnership  constructively 
liquidated  at  foe  end  of  1989,  S  and  T  would 
each  be  obligated  to  make  a  net  contribution 
of  $35,000  to  foe  partnership  to  restive  foe 
deficit  balances  in  their  capital  accounts 
following  foe  hquidation  of  their  partnership 
interests.  Under  paragraph  (d)(3](n)(E]  of  this 
section,  however,  Ts  obligation  to  make  a 
contribution  to  the  partnership  pursuant  to 
Ts  deficit  restoration  obligation  is  recognized 
only  to  the  extent  of  foe  fair  market  value  of 
that  obligation  at  foe  time  of  foe  constructive 
liquidation  because  T  is  not  required  to 
satisfy  that  obligation  by  foe  later  of  (1)  the 
end  of  foe  partnership  taxable  year  in  which 
Ts  interest  is  liquidated  or  (2)  within  90  days 
after  foe  date  of  such  liquidation. 

(iii)  Because  Ts  obligation  to  restore  foe 
deficit  balance  in  Ts  capital  account  does 
not  bear  interest,  foe  fair  market  value  of  foe 
deficit  restoration  obligation  that  T  would 
have  if  the  partnership  constructively 
liquidated  is  deemed  to  equal  foe  imputed 
principal  amount  of  that  obligation  under 
section  1274(b).  See  paragraph 
(d)(3)(ii)(E)(2](ij)(R]  of  this  section.  The 
imputed  principal  amount  (rfTs  deficit 
restoration  (foUgation  is  computed  by  treating 
that  obligation  as  a  debt  instrument  to  which 
section  1274  applies  and  by  assuming  that  foe 
sale  or  exchange  in  which  sudi  debt 
instrument  was  given  as  consideration 


occurred  at  foe  time  of  foe  constructive 
liquidation.  Under  section  1274(1^  the 
imputed  principal  amount  of  a  de^ 
instrument  equals  foe  present  values  of  all 
payments  due  under  tte  debt  instrument.  The 
present  value  of  a  payment  is  determined  as 
of  foe  date  of  foe  sale  or  exchange  by  using  a 
discoimt  rate  equal  to  foe  applicabie  Federal 
rate  (within  foe  meaning  of  section  1274(d)), 
compounded  semiaimually.  'The  applicable 
Fedmal  rate  with  respect  to  Ts  d^cit 
restoration  obligation  is  10  percent 
compounded  semiannually  (/.e.,  the  Federal 
short-term  rate  for  Decembm  1989).  Using  this 
discount  rate,  foe  present  value  of  the  $354XX) 
payment  that  T  would  be  required  to  make 
two  years  after  foe  constructive  Hquidation  to 
restore  foe  deficit  balance  in  Ts  capital 
account  equals  $28,795.  Thus,  under 
paragraph  (dH3)(ii)(B)(7)  of  this  section,  T 
would  be  obligated  to  make  a  net 
contribution  of  $28,795  to  foe  partnership 
with  respect  to  foe  partnersfop  liabOity  for 
foe  purchase  money  note  if  foe  partnership 
constructively  Hquidated  at  foe  end  of  1989. 
Under  paragraph  (d)(3)(ii)(D)(2)  of  this 
section,  T  is  treat^  as  if 'T  actually 
discharges  that  obli^tion  at  the  time  of  foe 
constructive  liquidation. 

(iv)  To  foe  extent  that  Ts  deficit 
restoration  obligation  is  not  recognized, 
paragraph  (d](3)(ii)  of  this  section  is  applied 
by  assuming  that  'Ts  obligation  to  malm  a 
contribution  to  foe  partnership  did  not  exist 
See  paragraph  (d)(3)(ii)(DK,^  of  this  section. 

In  that  case,  S,  as  foe  sole  general  partner, 
would  be  obligated  by  operation  of  law  to 
contribute  an  additicmal  $6,205  of  capital  to 
foe  partner^p  to  make  up  foe  shortfalL 
Accordingly,  if  foe  partnership  constructively 
liquidated  at  the  end  of  1989,  S  would  be 
obligated  to  make  a  net  contribution  of 
$41,205  ($35,000  plus  $6,205)  to  the 
partnership  with  respect  to  foe  partnership 
Uability  for  foe  purchase  money  note.  See 
paragraph  (d)(3)(iiKB)  of  this  section. 

(v)  At  the  end  of  1989,  S  and  T  bear  the 
economic  risk  of  loss  for  $41,205  and  $28,795, 
respectively,  of  foe  partnership  liabitity  for 
foe  purchase  money  note.  See  paragraph 
(d)(3](i]  of  this  section.  Therefore,  that 
liability  is  a  recourse  Uability  that  the 
partners  share  according  to  foe  econoinic  risk 
of  loss  borne  by  each  of  them.  See  paragraph 
(d)  (1)  and  (2)  of  this  section. 

^an^>le  (18).  (i)  U  and  V  form  a  general 
partnership  with  cash  contributions  of 
$25,000  each.  U  and  V  share  partnership 
profits  and  losses  equally.  The  partnership 
purchases  an  apartment  buildup  for  its 
$50,000  of  capital  and  a  $200,000  nonrecourse 
loan  fiom  a  commercial  bank.  The 
nonrecourse  loan  is  secured  by  a  mortgage  on 
foe  building.  The  loan  documents  provide 
that  foe  partnership  will  be  Uable  for  foe 
outstanding  balance  of  foe  loan  on  a  recourse 
basis  to  foe  extent  of  any  decrease  in  foe 
value  of  foe  apartment  building  resulting  from 
foe  partnership's  failure  to  properly  maintain 
foe  property. 

(ii)  The  indebtedness  represented  by  foe 
nonrecourse  loan  obtained  by  foe  partnership 
to  purchase  foe  apartment  building  is  a 
partnership  liability.  See  paragraph  (g)  of  this 
section.  If  foe  partnership  constructively 


53158  Federal  Register  /  Vol.  53,  No.  251  /  Friday,  December  30,  1988  /  Rules  and  Regulations 


liquidated  (within  the  meaning  of  paragraph 
(d)(3)(iii)  of  this  section),  the  apartment 
build^g  would  become  worthless,  the 
nonrecourse  loan  would  become  due  and 
payable  because  of  the  partnership’s  failure 
to  make  the  required  payments  on  the  loan, 
and  the  partnership  would  dispose  of  the 
apartment  building  in  a  fully  taxable 
exchange  involving  the  transfer  of  the 
building  to  the  bai^.  Since  under  this 
example  there  are  no  facts  that  establish  with 
reasonable  certainty  the  existence  of  any 
liability  on  the  part  of  the  partnership  (and  its 
partners)  for  damages  resulting  from  the 
partnership's  failure  to  properly  maintain  the 
building,  the  obligations  of  the  partnership 
with  respect  to  the  nonrecourse  loan  would 
be  extin^ished  on  the  transfer  of  the 
apartment  building  to  the  bank,  and  the 
partners  would  not  have  any  obligation  to 
contribute  additional  funds  to  the  partnership 
to  discharge  the  liability  for  the  nonrecourse 
loan.  See  paragraph  |d)|3|(ii)(D)(7)  of  this 
section.  In  addition,  neither  U  nor  V  would  be 
obligated  to  make  a  payment  to  a  creditor  or 
other  person  with  respect  to  that  liability  if 
the  partnership  constructively  liquidated 
Therefore,  under  paragraph  (d)(3)(i)  of  this 
section,  no  partner  bears  the  economic  risk  of 
loss  for  the  partnership  liability  for  the 
nonrecourse  loan,  and  the  liability  constitutes 
a  nonrecourse  liability  within  the  meaning  of 
paragraph  (e)(2)  of  this  section.  Under 
paragraph  (e)(1)  of  this  section,  the  partners 
share  this  nonrecourse  liability  equally 
because  they  share  all  partnership  profits  and 
losses  equally. 

Example  (17).  (i)  W  and  X  form  a  general 
partnership  with  cash  contributions  of 
$50,000  each.  The  partners  share  all 
partnership  profits  and  losses  equally.  On 
January  1, 1990,  the  partnership  purchases 
raw  land  for  $100,000  on  which  it  plans  to 
construct  an  office  building.  The  partnership 
obtains  a  nonrecourse  construction  loan 
commitment  of  $900,000  from  a  commercial 
bank  to  finance  the  construction  of  the  office 
building.  The  construction  loan  is  secured  by 
a  mortgage  on  the  property  and  a  completion 
guarantee  frxim  W.  Under  the  completion 
guarantee,  W  agrees  to  provide  the  funds 
necessary  to  complete  the  construction  of 
building  to  the  extent  construction  costs 
exceed  $900,000.  At  the  end  of  1990,  the 
partnership  has  borrowed  $500,000  under  the 
construction  loan  commitment. 

(ii)  The  indebtedness  represented  by  the 
outstanding  balance  of  the  construction  loan 
is  a  partnership  liability.  See  paragraph  (g)  of 
this  section.  Under  paragraph  (d)(3)(i)  of  this 
section,  no  partner  bears  the  economic  risk  of 
loss  for  that  liability  because  no  partner 
would  be  obligated  to  make  a  contribution  to 
the  partnership  or  a  payment  to  a  creditor  or 
other  person  with  respect  to  the  partnership 
liability  for  the  construction  loan  if  the 
partnership  constructively  liquidated  (within 
the  meaning  of  paragraph  (d)(3)(iii)  of  this 
section).  See  paragraph  (d)(3)(ii)  (A)  and  (B) 
of  this  section.  Upon  a  constructive 
liquidation  of  the  partnership,  the 
construction  loan  is  deemed  to  be  due  and 
payable  in  full  because  of  the  partnership’s 
failure  to  make  the  required  payments  on  the 
loan.  See  paragraph  (d)(3)(iii)(A)(.2)  of  this 
section.  Under  the  completion  guarantee,  W 


would  not  be  obligated  to  make  any 
payments  in  satisfaction  of  the  construction 
loan  as  a  result  of  the  partnership’s  default 
because  W’s  liability  under  the  completion 
guarantee  is  limited  to  bearing  cost  overruns. 

(iii)  Under  paragraph  (e)(2)  of  this  section, 
the  construction  loan  is  a  nonrecourse 
liability  of  the  partnership  because  no  partner 
bears  die  economic  risk  of  loss  for  that  plan. 
Under  paragraph  (e)(1)  of  this  section,  the 
partners  share  this  nonrecourse  liability 
equally  because  they  share  all  partnership 
profits  and  losses  equally. 

Example  (18).  (i)  Y  and  Z,  a  corporation, 
each  contribute  ^00,000  to  form  a  general 
partnership  to  acquire  a  hotel.  The  partners 
agree  to  share  partnership  profits  and  losses 
equally.  The  partnership  purchases  a  hotel 
for  its  $200,000  of  capital  and  a  nonrecourse 
loan  of  $1,800,000  from  VW,  a  commercial 
bank  that  is  a  wholly-owned  subsidiary  of  Z. 
To  secure  its  loan,  VW  takes  a  mortgage  on 
the  hotel  and  obtains  a  guarantee  from  Y. 
Under  the  guarantee,  Y  agrees  to  pay  VW  an 
amount  equal  to  50  percent  of  any  loss  that 
VW  incurs  on  the  loan.  Y  has  no  right  to  seek 
reimbursement  from  the  partnership  or  Z  for 
any  amount  that  it  pays  to  VW  under  the 
guarantee. 

(ii)  The  indebtedness  represented  by  the 
loan  obtained  by  the  partnership  to  purchase 
the  hotel  is  a  partnership  liability.  See 
paragraph  (g)  of  this  section.  If  the 
partnership  constructively  liquidated  (within 
the  meaning  of  paragraph  (d)(3)(iii)  of  this 
section),  VW  would  incur  a  loss  equal  to  the 
outstanding  balance  of  its  loan  to  the 
partnership,  and  Y  would  be  liable  for  50 
percent  of  that  loss  pursuant  to  the  guarantee. 
Thus,  Y  bears  the  economic  risk  of  loss  for  50 
percent  of  the  partnership  liability  for  the 
loan  from  VW.  See  paragraph  (d)(3)(i)  of  this 
section. 

(iii)  Z  and  VW  are  related  persons  (within 
the  meaning  of  paragraph  (h)  of  this  section). 
Under  paragraph  (dJ(3)(i)(B)  of  this  section,  a 
partner  bears  the  economic  risk  of  loss  with 
respect  to  a  partnership  liability  to  the  extent 
that  the  partner  (or  a  person  related  to  such 
partner)  is  the  owner  of  the  liability,  and  but 
for  that  paragraph,  the  liability  would  be 
treated  as  a  nonrecourse  liability  under 
paragraph  (e)(2)  of  this  section.  If  this  section 
were  applied  without  regard  to  paragraph 
(d)(3)(i](B)  of  this  section,  50  percent  of  the 
partnership  liability  for  the  loan  frnm  VW 
would  be  a  nonrecourse  liability  because  no 
partner  would  bear  the  economic  risk  of  loss 
for  that  portion  of  the  liability.  Accordingly, 
since  Z  and  VW  are  related  persons,  Z  bears 
the  economic  risk  of  loss  for  50  percent  of  the 
liability  for  the  loan  from  VW  under 
paragraph  (d)(3)(i)(B)  of  this  section.  Because 
Z  owns  a  one-half  interest  in  the  partnership, 
the  de  minimis  rule  set  forth  in  paragraph 
(d)(3)(vii)  of  this  section  is  inapplicable 

(iv)  Under  paragraph  (d)  of  this  section,  the 
partnership  Uability  for  the  loan  frnm  VW  is 
a  recourse  liability,  and  the  partners  share 
that  liability  equally. 

Example  (19).  (i)  AB  and  CD  form  a  general 
partnership  with  cash  contributions  of 
$30,000  each.  AB  and  CD  share  all 
partnership  profits  and  losses  equally.  The 
partnership  purchases  an  apartment  building 
frtim  AB  for  its  $60,000  in  cash  and  a 


nonrecourse  purchase  money  note  for 
$240,000  that  is  secured  by  the  building.  The 
purchase  money  note  given  to  AB  by  the 
partnership  “wraps  around”  a  $200,000 
underlying  nonrecourse  note  issued  by  AB  to 
an  unrelated  person  in  connection  with  AB’s 
acquisition  of  the  building.  The  underlying 
nonrecourse  note  is  also  secured  by  the 
building. 

(ii)  The  indebtedness  represented  by  the 
purchase  money  note  is  a  partnership 
liability.  See  paragraph  (g)  of  this  section. 
Under  paragraph  (d)(3)(i)(B)  of  this  section, 

AB  bears  the  economic  risk  of  loss  for  only 
$40,000  of  the  liability  for  the  purchase  money 
note  because  AB  is  not  considered  to  be  the 
creditor  with  respect  to  that  liability  to  the 
extent  it  reflects  the  debt  on  the  underlying 
nonrecourse  note.  See  the  fourth  sentence  of 
paragraph  (d)(3)(i)  of  this  section.  Therefore, 
under  paragraph  (d)  of  this  section,  $40,000  of 
the  partnership  liability  for  the  purchase 
money  note  is  a  recourse  liability  that  is 
allocated  to  AB.  The  remaining  portion  of  the 
partnership  liability  is  a  nonrecourse  liability 
because  no  partner  bears  the  economic  risk 
of  loss  for  that  liability.  See  paragraphs  (e)(2) 
and  (j)(2)  of  this  section.  Under  paragraph 
(e)(l]  of  this  section,  AB's  and  CD's  shares  of 
the  nonrecourse  liability  are  $100,000  each 
because  they  share  all  partnership  profits  and 
losses  equally. 

Example  (20).  (i)  EF  and  CH,  a  widely  held 
corporation,  form  a  limited  partnership  to 
purchase  and  lease  computer  equipment.  EF, 
the  general  partner,  contributes  $200,000  to 
the  partnership  and  CH,  the  limited  partner 
contributes  $800,000  to  the  partnership.  The 
partnership  agreement  provides  that 
partnership  profits  and  losses  will  be 
allocated  20  percent  to  EF  and  80  percent  to 
CH.  CH  invests  in  the  partnership,  in  part,  to 
obtain  significant  tax  losses  that  EF  has 
indicated  would  be  available  from  an 
investment  in  the  partnership.  The 
partnership  purchases  computer  equipment 
subject  to  a  two-year  lease  for  $10,000,000.  To 
purchase  the  equipment,  the  partnership 
obtained  a  $9,000,000  nonrecourse  loan,  with 
a  five-year  term,  from  a  commercial  bank. 
Upon  making  the  loan,  the  bank  acquired  a 
security  interest  in  the  computer  equipment. 
Furthermore,  in  order  to  induce  the  bank  to 
make  a  nonrecourse  loan  to  the  partnership, 
EF  agreed  to  lease  the  computer  equipment 
from  the  partnership  under  a  master  lease. 
The  master  lease  is  pledged  to  the  bank  as 
additional  security.  The  rental  payments  due 
under  the  master  lease  will  provide  the 
partnership  with  sufficient  cash  flow  to  make 
the  principal  and  interest  payments  due  on 
the  loan.  EFs  obligation  to  make  the  rental 
payments  required  under  the  master  lease  is 
unconditional.  EF  must  make  those  payments 
even  if  it  is  imable  to  sublease  the  equipment 
(after  the  existing  two-year  lease  expires)  or 
the  equipment  is  damaged  or  destroyed.  EF  is 
also  responsible  for  all  costs  associated  with 
maintaining  the  equipment.  Unless  the  loan 
that  the  partnership  used  to  purchase  the 
computer  equipment  is  treated  as  a 
nonrecourse  liability  for  purposes  of  section 
752  and  the  regulations  thereunder,  GH  will 
not  be  able  to  claim  the  tax  losses  that  EF 
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indicated  would  be  available  from  an 
investment  in  the  partnenhip. 

(n)  The  indebtedness  represented  by  the 
nonrecourse  loan  the  pardier^p  obtained  to 
purchase  the  computer  equipment  is  a 
partnership  liability.  See  paragraph  (g)  of  this 
section.  Under  die  general  rule  of  paragraph 
(dX3)li)  of  this  section,  no  partner  bears  the 
economic  risk  of  loss  for  that  liability.  If  no 
partner  bears  the  economic  risk  loss  for 
the  partnership  liability,  the  liability  will  be 
treated  as  nonrecourse  liabihty  that  ^  and 
GH  will  share  in  accordance  with  their 
general  profit  sharing  ratios.  See  paragraph 
(e)  of  this  section.  Paragraph  (d)(3Kiv)  of  this 
section,  however,  provides  that  if  one  or  more 
partners  (or  persons  related  to  such  partners) 
(1)  undertake  contractual  obligations  in  order 
to  acquire  a  loan,  (2)  those  obligations 
eliminate  substantially  all  the  risk  that  the 
partnership  will  not  satisfy  its  obligations 
under  the  loan  (assuming  that  such  partners 
(or  related  persons]  satisfy  their  obligations), 
and  (3)  one  of  the  principal  purposes  of  the 
arrangement  is  to  permit  other  partners  to 
include  a  portion  of  such  liability  in  the  basis 
of  their  partnership  interests,  the  partners 
that  undertake  such  contractual  obligations 
are  considered  to  bear  the  economic  risk  of 
loss  for  that  liability.  Under  the  facts  of  this 
example,  it  must  be  concluded  that  one  of  the 
principal  purposes  for  the  master  lease  was 
to  permit  GH  to  include  a  portion  of  the 
nonrecourse  loan  in  the  basis  of  GH’s 
partnership  interest  Therefore,  under 
paragraph  (d)(3)(iv)  of  this  section,  EF  bears 
the  economic  risk  of  loss  for  the  partnership 
liability  for  the  nonrecourse  loan. 

Accordingly,  for  purposes  of  this  section,  the 
liability  is  a  recourse  liability  that  is 
allocated  entirely  to  EF.  See  paragraph  (d)  (1) 
and  (2)  of  this  section. 

Example  (21).  (i)  KL  and  MN  form  a  general 
partnership  to  purchase  a  shopping  center. 
The  partners  e  ich  contribute  $^,000  to  the 
partnership  and  agree  to  share  partnership 
profits  and  losses  equally.  On  January  1, 1991, 
the  partnership  obtains  a  $4,000,000 
nonrecourse  loan,  and  purchases  the 
shopping  center  for  $5,000,000.  The 
nonrecourse  loan  is  secured  by  a  mortgage  on 
the  shopping  center.  The  interest  on  the 
nonrecourse  loan  accrues  at  a  IS  percent 
annual  rate  and  is  payable  on  December  31  of 
each  year.  The  principal  amount  of  die 
nonrecourse  loan  is  payable  in  a  lump  sum  on 
December  31, 2005.  guarantees  the 
payment  of  all  interest  due  on  the 
nonrecourse  loan.  Under  the  guarantee,  KflM 
is  unconditionally  obligated  to  pay  the 
nonrecourse  lender  any  interest  pa3nnent  that 
the  partnership  fails  to  make  in  a  timely 
manner.  MN  is  not  entitled  to  be  reimbursed 
for  any  payments  made  to  the  lender 
pursuant  to  the  guarantee. 

(ii)  The  indebtedness  represented  by  the 
nonrecourse  loan  obtained  by  the  partnership 
to  acquire  the  shopping  center  is  a 
partnership  liability.  See  paragraph  (g)  of  this 
section.  Under  paragraph  (dK3)(i)  of  this 
section,  no  partner  bears  the  economic  risk  of 
loss  for  that  liability  because  the  constructive 
liquidation  of  the  partnership  would  not 
obligate  any  partner  to  make  a  payment  to  a 
creditor  or  other  person  or  a  net  contribution 
to  the  partnership  with  respect  to  the  liability 


for  dw  nonrecourse  loan.  Under  paragraph 
(d)(3)(v]  of  diis  section,  however,  MN*s 
economic  risk  of  loss  for  that  habifrty  must  be 
increased  by  an  amount  equal  to  the  sum  of 
the  present  values  of  the  remaining  interest 
payments  on  the  nonrecourse  loan  that  MN 
w(^d  be  obligated  to  make  pursuant  to  die 
guarantee  if  the  partner^p  does  not  make 
those  payments.  The  present  value  of  each 
interest  payment  due  on  the  nonrecourse  loan 
is  computed  by  using  a  discount  rate  equal  to 
the  rate  at  which  interest  accrues  on  the  loan 
(15  percent  compounded  annually).  At  the 
time  the  partnership  obtains  the  nonrecourse 
loan,  the  sum  of  the  present  values  of  all 
interest  payments  due  on  die  loan  equals 
$3,506,422,  and  MN  therefore  bears  the 
economic  ri^  of  loss  for  $3,508,422  of  the 
partnership  liability  for  the  $4,000,000  loan. 
Accordingly,  at  the  time  the  partnership 
obtains  the  nonrecourse  loan,  $3,508,422  of 
the  partnership  liability  for  tlut  loan 
constitutes  a  recourse  liability  diat  must  be 
allocated  entirely  to  MN.  See  paragraph  (d) 

(1)  and  (2)  of  this  section.  Only  $491,578  of 
the  $4,000,000  loan  constitutes  a  nonrecourse 
liability  that  wili  be  allocated  equally 
between  the  partners  under  paragraph  (e)  of 
this  section. 

Example  (22),  (i)  OP  and  QR  f(»m  a  limited 
partnership  to  acquire  and  operate  a 
commercial  office  building.  OP,  the  general 
partner,  contributes  $20,000,  and  QR,  the 
limited  partner,  contributes  $180,000  to  the 
partnership.  The  partnership  obtains  an 
$800,000  nonrecourse  loan  and  purchases  the 
building  on  leased  land  for  $1,000,000.  The 
nonrecourse  loan  is  secured  only  by  the 
building,  and  no  principal  payments  are  doe 
for  five  years.  The  partnership  agreement 
provides  that  the  partners’  capital  accounts 
will  be  determined  and  maintained  in 
accordance  with  S  1.704-l(b)(2Kiv). 
distributions  in  liquidation  of  the  partnership 
(or  only  partner's  interest)  will  be  made  in 
accordance  with  partners’  positive  capital 
account  balances  (as  set  forth  in  $  1.704- 
l(bK2)(ii)(b)(2)),  and  any  partner  with  a 
deficit  bedance  in  the  partner’s  capital 
account  following  the  liquidation  of  the 
partner’s  interest  must  restore  that  deficit  to 
the  partnership  (as  set  forth  in  §  1.704- 
l(b)(2)(ii){b)(d)].  The  partnership  agreement 
also  contains  a  minimum  gain  chargeback  (in 
accordance  with  i  1.704-lT(bM4)(iv)(e)).  The 
partnership  agreement  provides  that,  except 
as  otherwise  required  by  its  minimum  gain 
chargeback  fU'ovision,  (1)  all  partnership 
items  will  be  allocated  10  percent  to  OP  and 
90  percent  to  QR  until  the  partnership  has 
recognized  items  of  income  and  gain  that 
exceed  the  items  of  loss  and  deduction  it  has 
recognized  over  its  life,  and  (2)  all  further 
partnership  items  will  be  allocated  equally 
between  OP  and  QR.  Finally,  the  partnership 
agreement  specifies  that  OP  and  QR  have 
equal  interests  in  partnership  profits  for 
purposes  of  determining  the  partners’  shares 
of  the  nonrecourse  liabilities  of  the 
partnership  (which  is  consistent  with  the 
equal  division  of  all  partnership  income  and 
gain  that  is  required  after  the  partnership  has 
recognized  items  of  income  and  gain  that 
exceed  the  items  of  loss  and  deduction  that  it 
has  recognized  over  its  life).  At  the  time  the 
partnership  agreement  is  entered  into,  there 


is  a  reasonable  likelihood  that  over  the 
partnership’s  life  it  will  recognize  amotmts  of 
income  and  gain  (the  allocation  of  wteh  will 
have  substantial  economic  effect) 
signfficantly  in  excess  of  the  amounts  of  loss 
and  dedsetion  allowed  to  the  partnership. 

(ii)  In  each  of  the  partnership’s  first  2 
taxable  years,  it  generates  rental  income  of 
$95,00a  operating  expenses  (including  land 
lease  payments)  of  $10,000,  interest  expense 
of  $80,000,  and  a  depreciation  deduction  of 
$904)00,  resulting  in  a  taxable  loss  of  $85,000 
in  each  of  those  years.  The  partnership 
agreement  allocates  10  percent  of  these 
losses  to  OP  and  90  percent  to  QR,  and  this 
allocation  has  substantial  economic  effect.  If 
the  partnership  were  to  dispose  of  the 
building  in  foU  satisfaction  of  the 
nonrecourse  loan  at  the  end  of  year  1  or  2,  the 
partnership  would  not  realize  any  gain 
because  the  adjusted  basis  of  the  building 
exceeds  the  outstanding  balance  of  the 
nonrecourse  loan  at  the  end  of  each  (rf  those 
years.  Thus,  at  the  end  of  years  1  and  2,  there 
is  no  partnership  minimum  gain.  See  §  1.704- 
lT(bX4)(iv)(c).  In  its  third  taxable  year,  the 
partnership  again  generates  rental  income  of 
$95,000,  operating  expenses  of  $10,000, 
interest  expense  of  $604X)0,  and  a 
depreciation  deduction  of  $9aO0O,  resulting  in 
a  taxable  loss  of  $85,000.  If  the  partnership 
were  to  dispose  of  the  building  in  full 
satisfaction  of  the  nonrecourse  loan  at  the 
end  of  that  year,  it  would  realize  $70,000  of 
gain  ($800,000  amount  realized  less  $730,000 
adjusted  tax  basis).  Because  the  amount  of 
partnership  minimum  gain  at  the  end  of  that 
year  (and  the  net  increase  in  partnership 
minimum  gain  during  the  year)  is  $70,000,  the 
amoimt  of  partnership  nonrecourse 
deductions  for  the  year  is  $70,000,  consisting 
of  depreciation  deductions  allowable  with 
respect  to  the  building  of  $70,000.  See  §  1.704- 
lT(b)(4)(ivXh)  and  (c).  Pursuant  to  the 
partnership  agreement,  all  partnership  items 
comprising  the  taxable  loss  of  $85,000, 
including  the  $70,000  of  nonrecourse 
deductions,  are  allocated  10  percent  to  OP 
and  90  percent  to  QR.  The  allocation  of  these 
items,  other  than  the  nonrecourse  deductions, 
has  substantial  economic  effect. 


OP 

QR 

Capita)  account  on 
formation . 

$20,000 

$180,000 

Less;  Loss  in  years  1  arx) 

2 . . . 

(17,000) 

(153,000) 

Less;  Loss  in  year  3 
(witttout  nonrecourse 
deductions) . . 

(1.500) 

(13,500) 

Less;  Nonrecourse 
deductionc  in  year  3 

(7.000) 

(63,000) 

Capital  account  at  end  of 
year  3 . . . 

($5,500) 

($49,500) 

This  allocation  of  the  $70,000  of 
nonrecourse  deductions  10  percent  to  OP  and 
90  percent  to  QR  is  deemed  to  be  made  in 
accordance  with  the  partners’  interest  in  the 
partnership  under  $  1.704-lT(b)(4)(ivXd).  See 
§  1.704-lT(b)(5)  (example  20(i)).  At  the  end  of 
the  partnership’s  third  taxable  year,  OFs  and 
QR’s  shares  of  partnership  minimum  gain  are 
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$7,000  and  $63,000,  respectively.  See  9  1.704- 
lT(b)(4)(iv)(/). 

(iii)  The  indebtedness  represented  by  the 
nonrecourse  loan  obtained  by  the  partnership 
to  purchase  the  office  building  is  a 
partnership  liability.  See  paragraph  (g)  of  this 
section.  Under  paragraph  (d)(3)(i)  of  tiiis 
section,  no  partner  bears  the  economic  risk  of 
loss  for  that  liability.  Therefore,  under 
paragraph  (e)(2)  of  this  section,  the  liability  is 
a  nonrecourse  liability  that  the  partners  will 
share  in  tiie  manner  prescribed  under 
paragraph  (e)(1)  of  this  section.  At  the  end  of 
years  1  and  2,  the  nonrecourse  liability  is 
allocated  equally  between  the  partners  under 
paragraph  (e)(l)(iii)  of  this  section.  The 
partners  share  the  nonrecourse  liability 
equally  because  the  partnership  agreement 
specifies  that,  for  purposes  of  determining  the 
partners’  shares  of  the  nonrecourse  liabilities 
of  the  partnership,  each  partner  has  a  50 
percent  interest  in  partnership  profits,  which 
is  consistent  with  allocations  (which  have 
substantial  economic  effect)  of  some 
significant  item  of  partnersUp  income  or 
gain.  See  paragraph  (e)(3)(ii)(C)  of  this 
section.  liius,  at  the  end  of  years  1  and  2, 
each  partner’s  share  of  the  nonrecourse 
liability  is  $400,000. 

(iv)  At  the  end  of  year  3,  there  is 
partnership  minimum  gain,  and  OFs  and 
QR’s  shares  of  partnership  minimum  gain  are 
$7,000  and  $63,000,  respectively.  Under 
paragraph  (e)(l)(i)  of  t^  section,  the 
nonrecourse  liability  is  allocated  to  the 
partners  first  according  to  their  shares  of 
partnership  minimum  gain,  and  any  excess  is 
allocated  equally  between  the  partners  under 
paragraph  (e)(l)(iii)  of  this  section.  See 
paragraph  (e)(3](ii)  (A)  and  (B)  of  this  section. 
Therefore,  at  tlm  end  of  year  3,  OFs  and  QR’s 
shares  of  the  nonrecourse  liability  are 
$372,000  ($7,000  share  of  partnership 
minimum  gain  plus  $365,000  share  of  the 
excess)  and  $428,000  ($63,000  share  of 
partnership  minimum  gain  plus  $365,000  share 
of  the  excess),  respectively. 

Example  (23).  (i)  ST  and  UV  form  a  general 
partnership  to  own  and  operate  residential 
rental  property.  UV  contributes  $500,000  to 
the  partnership  that  it  uses  to  purchase 
residential  rental  property.  ST  contributes  an 
apartment  building  with  a  $1,200,000  fair 
market  value  and  $520,000  adjusted  tax  basis. 
The  apartment  building  contributed  by  ST  is 
subject  to  a  $700,000  nonrecourse  loan.  ST 
and  UV  share  all  partnership  profits  and 
losses  equally. 

(ii)  The  indebtedness  represented  by  the 
nonrecourse  loan  is  a  partnership  liability. 

See  9  1.752-2T  regarding  the  treatment  of 
liabilities  to  which  contributed  or  distributed 
property  is  subject.  Under  paragraph  (e)(2)  of 
this  section,  this  liability  is  a  nonrecourse 
liability  because  no  partner  bears  the 
economic  risk  of  loss  for  such  liability.  See 
paragraph  (d)(3)(i)  of  this  section.  Under 
paragraph  (e)(l)(ii)  of  this  section,  ST  is 
allocated  $180,000  of  the  partnership  liability 
for  the  nonrecourse  loan  because  ST  would 
be  allocated  taxable  gain  of  $180,000  under 
section  704(c)  if  the  partnership  disposed  of 
(in  a  taxable  transaction)  the  apartment 
building  in  full  satisfaction  of  the 
nonrecourse  liability.  The  remainder  of  the 
nonrecourse  liability  is  allocated  between  the 


partners  in  proportion  to  their  equal  interests 
in  partnersUp  profits.  See  paragraph 
(e)(l)(iii)  of  this  section.  Accordingly,  STs 
and  UV’s  shares  of  the  nonrecourse  liability 
are  $440,000  ($160,000  share  of  section  704(c) 
minimum  gain  and  $260,000  share  of  the 
excess  of  tiie  nonrecourse  liability  over  the 
section  704(c)  minimum  gain)  and  $260,000 
(which  equals  UV's  $260,000  share  of  the 
excess  of  the  nonrecourse  liability  over  the 
section  704(c)  minimum  gain),  respectively. 

§  1.7S2-2T  UabilltiM  to  wtitoh  contributed 
or  distributed  property  is  subject 
(temporary). 

(a)  In  general.  For  purposes  of  section 
752  and  the  regulations  thereunder,  if 
property  is  contributed  by  a  partner  to 
the  partnership  or  distributed  by  the 
partnership  to  a  partner  and  such 
property  is  subject  to  a  liability  of  the 
transferor  (within  the  meaning  of 

S  1.752-11(0(2),  (g),  and  0)(1)).  the 
transferee  shall  be  considered  to  have 
assumed  such  liability  to  the  extent  of 
the  amount  of  such  liability  that  does 
not  exceed  the  fair  market  value  of  the 
property  at  the  time  of  the  contribution 
or  distribution.  See  section  752(c). 

(b)  Examples.  The  following  examples 
illustrate  the  application  of  the  rules  of 
this  section: 

Example  (1).  A  contributes  property  with 
an  adjusted  basis  of  $1,000  to  a  general 
partnership  in  exchange  for  a  one-third 
interest  in  partnership.  At  the  time  of 
contribution,  the  property  is  subject  to 
recourse  debt  of  $150  and  has  a  fair  market 
value  in  excess  of  $150.  The  recourse  debt  to 
which  the  property  is  subject  is  a  liability  of 
A  within  the  meaning  of  9 1.752-lT(g).  Under 
this  section,  the  partnership  is  considered  to 
have  assumed  the  liability  to  which  the 
property  is  subject  upon  A’s  contribution  of 
the  property  to  the  partnership  (without 
regard  to  whether  tiie  partnership  assumes 
such  liability  within  the  meaning  of  9  1.752- 
lT(f)).  As  a  result  of  this  assumption,  A’s 
individual  liabilities  decrease  by  $150.  At  the 
same  time,  however,  A’s  share  of  the 
liabilities  of  the  partnership  increases  by 
$150,  assuming  that,  after  the  contribution,  A 
bears  the  economic  risk  of  loss  (within  the 
meaning  of  9  1.752-lT(d)(3))  for  the  entire 
amount  of  such  liability  because  A  remains 
personally  liable  to  the  creditor.  Only  the  net 
increase  or  decrease  in  the  sum  of  A’s  share 
of  the  liabilities  of  the  partnership  and  A’s 
individual  liabilities  is  taken  into  account  in 
applying  section  752.  See  9 1.752-lT(j)(3) 
(relating  to  increase  and  decrease  in  share  of 
liabilities  resulting  from  same  transaction). 
Accordingly,  since  there  is  no  net  change  in 
the  sum  of  A’s  share  of  the  liabilities  of  the 
partnership  and  A’s  individual  liabilities,  A 
will  not  be  considered  to  have  made  a 
contribution  of  money  to  the  partnership  or  to 
have  received  a  distribution  of  money  fit)m 
the  partnership  under  9 1.752-lT  (b)  or  (c). 
Therefore,  A’s  basis  for  A’s  partnership 
interest  is  $1,000  (A’s  basis  for  the 
contributed  property  of  $1,000). 

Example  (2).  B  contributes  property  with  an 
adjusted  basis  of  $1,000  to  partnership  AB  in 


exchange  for  a  one-half  interest  in  the 
partnership.  At  the  time  of  contribution,  the 
property  is  subject  to  nonrecourse  debt  of 
$2,500  and  has  a  fair  market  value  in  excess 
of  $2,500.  The  nonrecourse  debt  to  which  the 
property  is  subject  is  a  liability  of  B  within 
the  meaning  of  9  1.752-lT(g).  In  addition,  to 
the  extent  ffiat  the  liability  is  assumed  by  the 
partnership,  the  liability  will  be  treated  as  a 
nonrecourse  liability  of  the  partnership  under 
9  1.752-lT(e)(2)  because  no  partner  will  bear 
the  economic  risk  of  loss  for  such  liability. 
Under  this  section,  the  partnership  is 
considered  to  have  assumed  the  liability  to 
which  the  property  is  subject  upon  B's 
contribution  of  the  property  to  the 
partnership.  As  a  result  of  this  assumption, 

B’s  individual  liabilities  decrease  by  ^,500. 

At  the  same  time,  however,  B’s  share  of  the 
liabilities  of  the  partnership  increases  by 
$2,000  (the  $1,500  of  gain  that  would  be 
allocated  to  B  under  section  704(c)  if  the 
partnership  disposed  of  the  property  (in  a 
taxable  transaction)  in  full  satisfaction  of  the 
nonrecourse  debt  encumbering  such  property, 
and  B’s  $500  (bne-half)  share  of  the  amount 
by  which  the  nonrecourse  liability  exceeds 
that  gain).  See  9 1.752-lT(e)(l)  (relating  to  a 
partner’s  share  of  nonrecourse  liabilities). 
Only  the  net  decrease  of  $500  in  the  sum  6f 
B’s  share  of  the  liabilities  of  the  partnership 
and  B’s  individual  liabilities  is  taken  into 
account  in  applying  section  752.  See  9  1.752- 
lT(j)(3)  (relating  to  increase  and  decrease  in 
share  of  liabilities  resulting  fix>m  same 
transaction).  Therefore,  under  9 1.752-lT(c), 

B  will  be  treated  as  receiving  a  distribution  of 
money  in  the  amount  of  $500.  Because  the 
basis  of  B’s  partnership  interest  is  $1,000  (the 
basis  of  the  property  contributed  by  him),  the 
distribution  to  B  of  $500  does  not  result  in  the 
realization  of  any  gain  under  section  731(a). 
B’s  basis  for  B’s  partnership  interest  is  $^ 
(B’s  basis  for  the  contributed  property  of 
$1,000  reduced  by  $500,  the  amount  of  the 
distribution  under  9  1.752-lT(c)). 

§  1.752-3T  Sale  or  exchange  of 
partnership  interest  (temporary). 

For  purposes  of  determining  the 
amount  of  any  gain  or  loss  realized  on  a 
sale,  exchange,  or  other  disposition  of 
an  interest  in  a  partnership,  liabilities 
shall  be  treated  in  the  same  manner  as 
liabilities  in  connection  with  the  sale, 
exchange,  or  other  disposition  of 
property  not  associated  with 
partnerships.  For  example,  if  a  partner 
whose  share  of  partnership  liabilities  is 
$250  sells  the  partner’s  interest  in  the 
partnership  for  $750  cash  and  at  the 
same  time  transfers  to  the  purchaser  the 
partner’s  $250  share  of  partnership 
liabilities,  the  amount  realized  by  the 
selling  partner  on  the  sale  is  $1,000. 

§  1.752-4T  Effective  dates  and  transition 
rules  (temporary). 

(a)  In  general.  Except  as  otherwise 
provided  in  this  section,  §§1.752-1T, 
-2T,  and  -3T  shall  apply  to  any  liability 
incurred  or  assumed  by  a  partnership  on 
or  after  January  30, 1989,  unless  such 
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liability  is  incurred  or  assumed  by  the 
partnership  pursuant  to  a  written 
binding  contract  in  effect  prior  to 
December  29, 1988  and  at  all  times 
thereafter. 

(b)  Partner  loans  and  guarantees.  If  at 
any  time  on  or  after  March  1, 1984,  a 
partner  bears  the  economic  risk  of  loss 
(within  the  meanii^  of  §  1.752-lT(d)(3]) 
for  a  partnership  liability  that  is 
nonrecourse  for  purposes  of  §  1.1001-2 
as  a  result  of  guaranteeing  the  payment 
of  all  or  part  of  such  liability  or  holding 
an  interest  in  such  liability  as  a  creditor, 
the  rules  of  §§  1.752-lT,  -2T,  and  -3T 
shall  apply  to  such  liability  beginning  on 
the  later  of — 

(1)  March  1, 1984;  or 

(2)  The  first  date  on  which  such 
partner  bears  the  economic  risk  of  loss 
with  respect  to  the  liability  as  a  result  of 
such  guarantee  or  as  a  result  of  holding 
an  interest  in  such  liability  as  a  creditor. 
A  guarantee  made,  or  an  interest  in  a 
liability  as  a  creditor  acquired,  pursuant 
to  a  written  binding  contract  in  effect 
prior  to  March  1, 1984,  and  at  all  times 
thereafter,  shall  be  disregarded  for 
purposes  of  the  preceding  sentence.  For 
purposes  of  this  paragraph  (b),  the 
determination  of  whether  a  partner 
bears  the  economic  risk  of  loss  with 
respect  to  a  partnership  liability  shall  be 
made  in  accordance  with  the  rules  of 

§  1.752-lT(d)(3). 

(c)  Election-^,!)  In  general 
Notwithstanding  anyAing  to  the 
contrary  in  this  section,  a  partnership 
may  elect  to  apply  the  provisions  of 
§§  1.752-lT,  -2T,  and  -3T  to  all  of  its 
liabilities  as  of  the  beginning  of  the  first 
taxable  year  of  such  partnership  ending 
after  December  29, 1988. 

(2)  Time  and  manner  of  election.  An 
election  under  this  paragraph  (c)  is 
made  by  attaching  a  written  statement 
to  the  partnership  return  for  the  first 
taxable  year  of  such  partnership  ending 
after  December  29, 1988.  A  written 
statement  required  pursuant  to  this 
paragraph  (c](2]  must  include  the  name, 
address,  and  taxpayer  identification 
number  of  the  partnership  making  such 
statement  and  contain  a  declaration  that 
an  election  is  being  made  under  this 
paragraph  (c). 

(d)  Coordination  with  amendments  to 
section  704(b)  regulations.  If  all  or  part 
of  a  partnership  liability  is  treated  as 
one  or  more  partner  nonrecourse  debts 
under  §  1.704-lT(b)(4)(iv)(A)  and,  but  for 
this  paragraph  (d),  §§  1.752-lT,  -2T,  and 
-3T  would  not  apply  to  such  liability, 
then  the  partnership  may  treat  such 
liability  as  a  liability  to  which  §  §  1.752- 
IT,  -2T,  and  -3T  apply  to  the  extent  of 
the  partners’  shares  (if  any]  of  the 
minimum  gain  attributable  to  any  such 


partner  nonrecourse  debts  (within  the 
meaning  of  §  1.704-lT(b)(4}(iv)(A)(5)).  If 
both  §  1.704-l(b)(4)(iv)  and  S§  1.752-lT, 
-2T,  and  -3T  apply  to  a  taxable  year  of 
a  partnership,  any  reference  included  in 
§§  1.752-lT,  -2T,  and  -3T  to  §  1.704- 
lT(b](4)(iv)  shall  be  treated  as  a 
reference  to  the  appropriate  provision  of 
§  1.704-l(b)(4)(iv)  for  purposes  of 
applying  §§  1.752-lT,  -2T,  and  -3T  to 
such  partnership  for  such  taxable  year. 
See  §§  1.704-l(b)(4)(iv)(A)  and  1.704- 
lT(b)(4)(iv)(m)  for  rules  regarding  the 
effective  dates  of  §§  1.704-l(b)(4}(iv} 
and  1.704-lT(b)(4)(iv). 

(e)  Cross  reference.  For  the  rules 
applicable  to  liabilities  of  a  partnership 
that  are  not  subject  to  §5  1.752-lT,  -2T, 
and  -3T,  see  26  CFR  1.752-1. 

Par.  4.  A  new  §  1.704-lT  is  added  to 
read  as  follows: 

§  1.704-1T  Partner’s  distributive  share. 

(a]  [Reserved.] 

(b)  Determination  of  a  partner’s 
distributive  share — (0)  Cross-references. 


Heading 


Section 


Cross-references . 

[Reserved.] . 

[Reserved.] . 

[Reserved.] . 

Special  rules . 

[Reserved.] . 

[Reserved.] . 

[Reserved.] . 

Allocations  attributable  to 
nonrecourse  liabilities. 


1.704- 1T(b)(0). 

1.704- 1T(b)(1). 

1.704- 1T(b)(2). 

1.704- 1T(b)(3). 

1.704- 1T(b)(4). 

1.704- 1T(b)(4)(i). 
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Partnership  minimum  gain.... 
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1.704- 1T(b)(4)(iv)(r^. 
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Minimum  gain  chargeback .... 

In  general . 

Allocations  required  pursu¬ 
ant  to  minimum  gain 
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section. 

Partner’s  share  of  partner¬ 
ship  minimum  gain. 

Distribution  of  nonrecourse 
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course  debt 

Distribution  of  proceeds  of 

1.704- 

partner  nonrecourse  debt 

1T(b)(4)(iv)(/>M7). 

allocable  to  iiKxease  in 
minimum  gain  attributable 
to  such  debt 

Debt  for  which  nrare  than 

1.704- 

one  partner  bears  the 

1T(b)(4)Civ)(/7)(fl). 

economic  risk  of  loss. 

[Reserved.] . 

1.704-1T(b)(4)(iv)(/). 

1. 704-1 T(b)(4)(iv)(/). 

Tiered  partnerships . 

Meaning  of  certain  terms . 

1. 704-1 T(b)(4j{iv)(Ar). 

Economic  risk  of  loss . 

1.704- 

Norvecourse  debt . . 

1T(b)(4)Ov)(*)(0. 

1.704- 

Nonrecourse  liability . 

1T(b)(4)(iv)(AD(2). 

1.704- 

Partner  nonrecourse  debt . 

1T(bM4)fiv)(A)(3). 

1.704- 

1T(bM4)(iv)(AM4). 

[Reserved.] . 

1.704-1T(b)(4)fiv)(/). 

Effective  dates . 

1.704- 1T(b)(4)(iv)(rr?). 

1.704- 

In  general . 

Election . 

1T{b)(4)(iv)(r»^/). 

1.704- 

1T(bM4)fivM/n)(2). 

1. 704-1 T(b){5). 

(1)  [Reserved.] 

(2)  [Reserved.] 

(3)  [Reserved.] 

(4)  Special  rules — (ij  [Reserved.] 

(ii)  [Reserved.] 

(iii)  [Reserved.] 

(iv)  Allocations  attributable  to 
nonrecourse  liabilities — (a)  In  general — 
(J)  Allocation  of  nonrecourse 
deductions.  An  allocation  of  an  item  of 
loss,  deduction,  or  section  705(a)(2](B] 
expenditure  attributable  to  nonrecourse 
liabilities  of  the  partnership 
(“nonrecourse  deduction”)  cannot  have 
economic  effect  because,  in  the  event 
there  is  an  economic  burden  that 
corresponds  to  such  an  allocation,  the 
creditor  alone  bears  that  burden.  Thus, 
nonrecourse  deductions  must  be 
allocated  in  accordance  with  the 
partners’  interests  in  the  partnership. 
Paragraph  (b)(4)(iv)(c0  of  this  section, 
however,  provides  a  test  under  which 
certain  allocations  of  nonrecourse 
deductions  will  be  deemed  to  be  in 
accordance  with  the  partners’  interests 
in  the  partnership.  If  that  test  is  not 
satisfied,  the  partners’  distributive 
shares  of  nonrecourse  deductions  will 
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be  determined,  under  §  1.704-l(b)(3), 
according  to  the  partners’  overall 
economic  interests  in  the  partnership. 

See  also  paragraph  (b)(4)(iv)(h)  of  this 
section  for  si>ecial  rules  regarding  the 
allocation  of  deductions  attributable  to 
nonrecourse  debt  with  re8i>ect  to  which 
a  partner  bears  the  economic  risk  of 
loss. 

(2)  Allocation  of  minimum  gain.  To 
the  extent  that  the  amount  of  a 
nonrecourse  liability  encumbering  an 
item  of  partnership  property  exceeds  the 
adjusted  tax  basis  of  such  property  (or 
book  value  of  such  property  if  the 
property  is  properly  reflected  on  the 
books  of  the  partnership  at  a  value  that 
differs  from  its  adjusted  tax  basis],  a 
disposition  of  such  property  will 
generate  gain  in  an  amoimt  that  is  at 
least  equal  to  such  excess  (“partnership 
minimum  gain”).  See  paragraph 
(b)(4)(iv)(c}  of  this  section  for  rules 
regar^ng  the  computation  of 
partnership  minimum  gain.  An  increase 
in  partnership  minimum  gain  may  be 
attributable  to  items  of  partnership  loss, 
deduction,  or  section  705(a)(2)(B) 
expenditure  that  decrease  the  adjusted 
tax  basis  (or  book  value]  of  property 
subject  to  a  nonrecourse  liability  of  the 
partnership  or  a  nonrecourse  borrowing 
by  the  partnership  that  exceeds  the 
adjusted  tax  basis  (or  book  value)  of  the 
partnership  property  encumbered  by 
such  liability.  To  the  extent  that  an 
increase  in  partnership  minimum  gain  is 
attributable  to  items  of  partnership  loss, 
deduction,  or  section  705(a)(2)(B) 
expenditure,  such  items  are  treated  as 
nonrecourse  deductions  under 
paragraph  (b)(4)(iv)(6)  of  this  section. 
Although  an  allocation  of  nonrecourse 
deductions  cannot  have  economic  effect, 
the  amount  of  nonrecourse  deductions 
allocated  to  any  partner  decreases  such 
partner’s  capital  account.  Similarly, 
although  the  allocation  to  a  partner  of 
partnership  minimum  gain  that  is 
attributable  to  nonrecourse  deductions 
claimed  by  the  partnership  increases  the 
partner’s  capital  accoimt,  the  allocation 
cannot  have  economic  effect  because 
the  minimum  gain  merely  offsets 
nonrecourse  deductions  previously 
claimed  by  the  partnership  and  does  not 
necessarily  bear  any  relationship  to  the 
value  of  partnership  property.  Thus, 
minimum  gain  that  is  attributable  to 
nonrecourse  deductions  claimed  by  the 
partnership  must  be  allocated  to  the 
partners  that  were  allocated  such 
nonrecourse  deductions  to  prevent  such 
gain  from  impairing  the  economic  effect 
of  other  partnership  allocations.  In 
addition,  if  an  increase  in  partnership 
minimum  gain  is  attributable  to  a 
nonrecourse  borrowing  that  is  used  to 


make  a  distribution  to  the  partners,  then 
such  minimum  gain  represents  the 
unrecognized  gain  of  which  the 
distributee-partners  have  effectively 
reaped  the  economic  benefits  through 
the  use  of  nonrecourse  debt.  An 
allocation  of  such  minimum  gain  can 
have  economic  effect  only  if  the 
allocation  is  made  to  the  partners  that 
received  the  economic  benefit  of  that 
gain.  Accordingly,  under  paragraph 
(b)(4)(iv](e)  of  this  section,  minimum 
gain  attributable  to  nonrecourse 
deductions  claimed  by  the  partnership 
or  the  proceeds  of  a  nonrecourse 
liability  distributed  to  the  partners  by 
the  partnership  must  be  allocated  to  the 
partners  that  were  allocated  such 
deductions  or  received  sudi 
distributions. 

(b)  Determination  of  nonrecourse 
deductions.  The  amount  of  nonrecourse 
deductions  for  a  partnership  taxable 
year  equals  the  excess,  if  any,  of  the  net 
increase  in  the  amount  of  partnership 
minimum  gain  during  such  year,  over  the 
aggregate  amount  of  any  distributions 
during  such  year  of  proceeds  of  a 
nonrecourse  liability  that  are  allocable 
to  an  increase  in  partnership  minimum 
gain.  See  examples  (20)  (i)  and  (vi),  (21), 
and  (22)  of  paragraph  (b](5]  of  this 
section.  The  nonrecourse  deductions  for 
a  partnership  taxable  year  shall  consist 
first  of  depreciation  or  cost  recovery 
deductions  with  respect  to  items  of 
partnership  property  subject  to  one  or 
more  nonrecourse  liabilities  of  the 
partnership  to  the  extent  of  the  increase 
in  minimum  gain  attributable  to  the 
nonrecourse  liabilities  to  which  each 
such  item  of  property  is  subject  (or  if 
such  depreciation  or  cost  recovery 
deductions  exceed  the  amount  of 
nonrecourse  deductions  for  the  year, 
then  a  proportionate  share  of  each  such 
deduction  shall  constitute  a  nonrecourse 
deduction),  and  the  remainder  of  such 
nonrecourse  deductions,  if  any,  shall 
consist  of  a  pro  rata  portion  of  other 
items  of  partnership  loss,  deduction,  and 
section  705(a)(2)(B)  expenditure  for  that 
year.  See  example  (23)  of  paragraph 
(b](5]  of  this  section.  In  addition,  if  the 
amount  of  nonrecourse  deductions  for  a 
partnership  taxable  year  exceeds  the 
total  amount  of  the  items  of  partnership 
loss,  deduction,  and  section  705(a)(2)(B) 
expenditure  for  such  year,  then  an 
amount  of  the  net  increase  in 
partnership  minimum  gain  for  such  year 
equal  to  that  excess  shall,  for  purposes 
of  this  paragraph  (b](4](iv),  be  treated  as 
an  increase  in  partnership  minimum 
gain  for  the  immediately  succeeding 
partnership  taxable  year  for  purposes  of 
determining  whether  there  is  a  net 
increase  or  a  net  decrease  in  partnership 


minimum  gain  during  such  taxable  year. 
For  example,  if  a  partnership  encumbers 
partnership  property  with  a  nonrecourse 
liability  that  results  in  a  net  increase  in 
partnership  minimum  gain  for  the 
taxable  year,  but  the  partnership  does 
not  distribute  any  proceeds  of  the 
liability  during  the  year  and  the  amount 
of  such  net  increase  in  minimum  gain 
exceeds  the  partnership’s  losses, 
deductions,  and  section  705(a)(2)(B) 
expenditures  for  such  a  year,  then  ^e 
partnership  will  have  a  net  increase  in 
partnership  minimum  gain  for  the 
taxable  year  that  cannot  be  allocated 
either  to  distributions  or  to  losses, 
deductions,  or  section  705(a)(2)(B) 
expenditures,  thereby  leaving  the 
partnership  with  excess  nonrecourse 
deductions  for  the  year.  See  example 
(20](vi]  of  paragraph  (b)(5)  of  this 
section.  For  purposes  of  this  paragraph 
(b)(4)(iv)(f)),  the  items  of  partnership 
loss,  deduction,  and  section  705(a)(2)(B) 
expenditure  for  a  partnership  taxable 
year  are  determined  without  regard  to 
any  item  that  is  treated  as  a  partner 
nonrecourse  deduction  under  paragraph 
(b)(4)(iv)(/7](2)  of  this  section. 

(c)  Partnership  minimum  gain.  The 
amount  of  partnership  minimum  gain  is 
determined  by  computing,  with  respect 
to  each  nonrecourse  liability  of  the 
partnership,  the  amount  of  gain  (of 
whatever  character),  if  any,  that  would 
be  realized  by  the  partnership  if  it 
disposed  of  (in  a  taxable  transaction) 
the  partnership  property  subject  to  such 
liability  in  full  satisfaction  thereof  (and 
for  no  other  consideration],  and  by  then 
aggregating  the  amounts  so  computed. 
See  examples  (20)  (i)  and  (iv),  (21),  and 
(22)  of  paragraph  (b)(5)  of  this  section. 
For  purposes  of  determining  the  amount 
of  such  gain,  (i)  the  adjusted  tax  basis 
of  partnership  property  subject  to  two  or 
more  liabilities  of  equal  priority  shall  be 
allocated  among  such  liabilities  in 
proportion  to  the  respective  outstanding 
balances  of  such  liabilities,  and  (2)  the 
adjusted  tax  basis  of  partnership 
property  subject  to  two  or  more 
liabilities  of  unequal  priority  shall  be 
allocated  to  the  liabilities  of  an  inferior 
priority  (in  accordance  with  subdivision 
(2)  of  this  paragraph  (b)(4)(iv)(c))  only  to 
the  extent  of  the  excess,  if  any,  of  the 
adjusted  tax  basis  of  such  property  over 
the  aggregate  outstanding  balance  of  the 
liabilities  of  superior  priority.  Only  the 
portion  of  the  property’s  adjusted  tax 
basis  that  is  allocated  to  nonrecourse 
liabilities  of  the  partnership  shall  be 
used  in  computing  minimum  gain.  See 
example  (20)  (v)  and  (vii)  of  paragraph 
(b)(5)  of  this  section.  If  partnership 
property  subject  to  one  or  more 
nonrecourse  liabilities  of  the  partnership 


Federal  Register  /  Vol.  53.  No.  251  /  Friday,  December  30,  1988  /  Riiles  and  Regulations  53163 


is,  under  S  1.704-l{b)(2)(iv)(t/),  (f)*  or  W. 
properly  reflected  on  the  books  of  the 
partnership  at  a  book  value  that  differs 
from  the  adjusted  tax  basis  of  such 
property,  then  the  determinations  under 
this  paragraph  (b)(4](iv)  shall  be  made 
with  reference  to  such  book  value.  See 
example  (22)  of  paragraph  (b)(5)  of  this 
section.  For  purposes  of  this  paragraph 
(b)(4)(iv),  in  determining  the  net  increase 
or  decrease  in  partnership  minimum 
gain  during  any  partnership  taxable  year 
in  which  the  capital  accounts  of  the 
partners  are  increased  pursuant  to 
§  1.704-l(b)(2)(iv)  if)  or  (r)  to  reflect  a 
revaluation  of  partnership  property 
subject  to  one  or  more  nonrecourse 
liabilities  of  the  partnership,  any 
decrease  in  partnership  minimum  gain 
attributable  to  each  such  revaluation 
shall  be  added  back  to  the  net  decrease 
or  increase  otherwise  determined.  See 
example  (22)(iii)  of  paragraph  (b)(5)  of 
this  section. 

(c/)  Requirements  to  be  satisfied. 
Allocations  of  nonrecourse  deductions 
are  deemed  to  be  made  in  accordance 
with  the  partners'  interests  in  the 
partnership  if  and  onlv  if— 

(1)  Throughout  the  mil  term  of  the 
partnership,  requirements  (1)  and  [2]  of 
§  1.704-l(b)(2)(ii)(6)  are  satisfied; 

(2)  Beginning  in  the  first  taxable  year 
in  which  there  are  nonrecourse 
deductions  and  thereafter  throughout 
the  full  term  of  the  partnership,  the 
partnership  agreement  provides  for 
allocations  of  nonrecourse  deductions 
among  the  partners  in  a  manner  that  is 
reasonably  consistent  with  allocations, 
which  have  substantial  economic  effect, 
of  some  other  significant  partnership 
item  attributable  to  the  property 
securing  nonrecourse  liabilities  of  the 
partnership; 

(5)  Beginning  in  the  first  taxable  year 
of  the  partnership  in  which  the 
partnership  has  nonrecourse  deductions 
or  makes  a  distribution  of  proceeds  of  a 
nonrecourse  liability  that  are  allocable 
to  an  increase  in  minimum  gain  and 
thereafter  throughout  the  full  term  of  the 
partnership,  the  partnership  agreement 
contains  a  provision  that  complies  with 
the  requirements  of  paragraph 
(b)(4)(iv)(e)  of  this  section  (“minimum 
gain  chargeback”);  and 

(4)  All  other  material  allocations  and 
capital  account  adjustments  under  the 
partnership  agreement  are  recognized 
imder  §  1.704-l(b)  (without  regard  to 
whether  allocations  of  adjusted  tax 
basis  and  amount  realized  under  section 
613A(c)(7)(D)  are  recognized  under 
§1.704-l(b)(4)(v)). 

(e)  Minimum  gain  chargeback. — (1)  In 
general.  If  there  is  a  net  decrease  in 
partnership  minimum  gain  for  a 
partnership  taxable  year,  the  partners 


must  be  allocated  items  of  partnership 
income  and  gain  in  accordance  with  this 
paragraph  (b)(4)(iv)(e)  (“minimum  gain 
chargeback”). 

(2)  Allocations  required  pursuant  to 
minimum  gain  chargeback.  If  a 
minimum  gain  chargeback  is  required 
for  a  partnership  taxable  year,  then  each 
partner  must  be  allocated  items  of 
income  and  gain  for  such  year  (and,  if 
necessary,  for  subsequent  years)  in 
proportion  to,  and  to  the  extent  of,  an 
amount  equal  to  the  greater  of— 

(i)  The  portion  of  such  partner's  share 
of  the  net  decrease  in  partnership 
minimum  gain  during  such  year  ^at  is 
allocable  to  the  disposition  of 
partnership  property  subject  to  one  or 
more  nonrecourse  liabilities  of  the 
partnership;  or 

(//)  The  deficit  balance  in  such 
partner's  capital  account  at  the  end  of 
such  year  (determined  before  any 
allocation  of  partnership  income,  gain, 
loss,  deduction,  or  section  705(a)(2)(B) 
expenditure  for  such  year  and  excluding 
fi^m  such  deficit  capital  account 
balance  any  amount  that  such  partner  is 
obligated  to  restore  under  S  1.704- 
l(b)(2)(ii)(c),  as  well  as  any  addition 
thereto  pursuant  to  the  next  to  last 
sentences  of  paragraph  (b)(4)(iv)  (/)  and 
(/i)(5)  of  this  section  after  taking  into 
account  thereunder,  any  changes  during 
such  year  in  partnership  minimum  gain 
and  in  the  minimum  gain  attributable  to 
any  partner  nonrecourse  debt),  provided 
that  if  requirements  (1)  and  (2)  of 
§  1.704-l(b)(2)(ii)(6)  have  not  been 
satisfied  tli^ughout  the  full  term  of  the 
partnership,  the  amount  determined 
under  this  paragraph  (b)(4)(iv)(e)(2)(/7) 
shall  equal  zero  and  the  amount  of  any 
allocation  in  addition  to  that  required 
under  paragraph  (b)(4)(iv)(e)(2)(i)  of  this 
section  that  must  be  made  to  such 
partner  in  connection  with  the  net 
decrease  in  partnership  minimum  gain 
during  such  year  shall  be  determined  in 
accordance  with  the  partner's  interest  in 
the  partnership  under  §  1.704-l(b)(3). 

See  examples  (20)(i)  and  (22)(v)  of 
paragraph  (b)(5)  of  this  section.  For 
purposes  of  this  paragraph 
{b)(4)(iv)(e)(2),  the  partners'  capital 
accounts  shall  be  reduced  by  the  items 
described  in  §  1.704-l(b)(2)(ii)(cO  (4),  (5), 
and  (6).  See  paragraph  (b)(4)(iv)(/)  of 
this  section  for  rules  regarding  the 
determination  of  a  partner's  share  of  a 
net  decrease  in  partnership  minimum 
gain.  The  portion  of  a  partner's  share  of 
any  net  decrease  in  partnership 
minimum  gain  for  a  partnership  taxable 
year  that  is  allocable  to  the  disposition 
of  partnership  property  subject  to  one  or 
more  nonrecourse  liabilities  of  the 
partnership  equals  the  amount 
determined  by  multiplying  the  partner's 


share  of  the  net  decrease  in  partnership 
minimum  gain  for  the  year  by  a  firaction, 
the  numerator  of  which  is  the  portion  of 
the  net  decrease  in  partnership 
minimum  gain  for  the  year  that  is 
allocable  to  the  disposition  of 
partnership  property  subject  to  one  or 
more  nonrecourse  liabilities  of  the 
partnership  and  the  denominator  of 
which  is  the  net  decrease  in  partnership 
minimum  gain  for  the  year.  For  purposes 
of  the  preceding  sentence,  a  net 
decrease  in  partnership  minimum  gain 
for  a  partnership  taxable  year  is 
allocable  to  the  disposition  of 
partnership  property  subject  to  one  or 
more  nonrecourse  liabilities  of  the 
partnership  to  the  extent  of  any 
decrease  in  partnership  minimum  gain 
during  such  year  that  resulted  from  the 
disposition  of  any  such  property.  Any 
minimum  gain  chargeback  required  for  a 
partnership  taxable  year  shall  consist 
first  of  gains  recognized  fi'om  the 
disposition  of  items  of  partnership 
property  subject  to  one  or  more 
nonrecourse  liabilities  of  the  partnership 
to  the  extent  of  the  decrease  in  minimum 
gain  attributable  to  the  disposition  of 
such  items  of  property  (or  if  such  gains 
exceed  the  amount  of  the  minimum  gain 
chargeback  required  for  such  taxable 
year,  the  minimum  gain  chargeback 
shall  consist  of  a  proportionate  share  of 
each  such  gain),  and  the  remainder  of 
such  minimum  gain  chargeback  shall 
consist  of  a  pro  rata  portion  of  the  other 
items  of  partnership  income  and  gain  for 
that  year.  An  allocation  of  items  of 
income  or  gain  required  for  a 
partnership  taxable  year  pursuant  to  a 
minimum  gain  chargeback  shall  be 
deemed  to  be  in  accordance  with  the 
partners'  interests  in  the  partnership  and 
shall  be  made  before  any  other 
allocation  of  partnership  items  is  made 
under  section  704(b)  for  such  year. 

(2)  Coordination  with  §  1.704- 
l(b)(2)(ii).  For  purposes  of  §  1.704- 
l(b)(2)(ii)(c0(6).  offsetting  increases  to  a 
partner’s  capital  account  taken  into 
account  under  that  paragraph  do  not 
include  items  of  partnership  income  and 
gain  that  are  expected  to  be  allocated  to 
that  partner  pursuant  to  this  paragraph 
(b)(4j(iv)(e),  provided  that  any 
subsequent  distributions  that  are 
expected  to  be  made  to  such  partner  of 
proceeds  of  a  nonrecourse  liability  that 
are  allocable  to  an  increase  in 
partnership  minimum  gain  shall  be 
deemed  to  be  offset  by  increases  to  the 
partner's  capital  account  for  purposes  of 
that  section. 

(/)  Partner’s  share  of  partnership 
minimum  gain.  A  partner's  share  of 
partnership  minimum  gain  at  the  end  of 
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any  partnership  taxable  year  equals  the 
excess  (if  any)  of — 

(1)  The  sum  of  the  nonrecourse 
deductions  allocated  to  such  partner 
(and  sudi  partner's  predecesscHS  in 
interest)  up  to  that  time  and  the 
aggregate  distributions  to  such  partner 
(and  such  partner’s  predecessors  in 
interest)  up  to  that  time  of  proceeds  of  a 
noiuecourse  liability  that  are  allocable 
to  an  increase  in  partnership  minimum 
gain;  over 

[2]  The  sum  of  such  partner's  (and 
such  partner’s  predecessors  in  interest) 
aggregate  share  of  the  net  decreases  in 
partnership  minimum  gain  up  to  that 
time  and  such  partner’s  (and  such 
partner’s  predecessors  in  interest) 
aggregate  share  of  the  decreases  up  to 
that  time  in  partnership  minimum  gain 
resulting  from  revaluations  of 
partnership  property  subject  to  one  or 
more  nonrecourse  liabilities  of  the 
partnership. 

A  partner’s  share  of  the  net  decrease  in 
partnership  minimiim  gain  during  a 
partnership  taxable  year  equals  an 
amount  that  bears  the  same  relation  to 
the  net  decrease  in  partnership 
minimum  gain  during  such  year  as  such 
partner’s  share  of  partnership  minimum 
gain  at  the  end  of  the  immediately 
preceding  taxable  year  of  the 
partnership  (or,  if  later,  the  time 
immediately  following  the  last  time  that 
the  capital  accounts  of  the  partners  are 
increased  pursuant  to  §  1.704- 
l(b)(2)(iv)(/^  or  (r)  to  reflect  a 
revaluation  of  partnership  property 
subject  to  one  or  more  nonrecourse 
liabilities  of  the  partnership)  bears  to 
the  amount  of  partnership  minimum  gain 
at  the  end  of  such  preceding  taxable 
year  (or  such  later  date).  See  examples 
(20)  (i)  and  (iv)  and  (21)  of  paragraph 
(b)(5)  of  this  section.  A  partner’s  share 
of  any  decrease  in  partnership  minimum 
gain  resulting  h’om  a  revaluation  of 
partnership  property  equals  the  amoimt 
of  the  increase  in  such  partner’s  capital 
account  attributable  to  such  revaluation 
to  the  extent  of  the  reduction  in 
minimum  gain  caused  by  such 
revaluation.  See  example  (22)(ii)  of 
paragraph  (b)(5)  of  this  section.  For 
purposes  of  i  1.704-l(b)(2)(ii)(<f),  the 
amount  of  a  partner’s  share  of 
partnership  minimum  gain  shall  be 
added  to  the  limited  dollar  amount,  if 
any,  of  the  deficit  balance  in  such 
partner’s  capital  account  that  such 
partner  is  obligated  to  restore.  See 
examples  (20)(i)  and  (22)(i)  of  paragraph 
(b)(5)  of  this  section. 

(g)  Distribution  of  nonrecourse 
liability  proceeds  allocable  to  an 
increase  in  minimum  gain — (J)  In 
general.  If  during  a  partnership  taxable 


year  a  partnership  makes  a  distribution 
to  the  partners  that  is  allocable  to  the 
proceeds  of  any  nonrecourse  liability  of 
the  partnership,  such  distribution  is 
allocable  to  an  increase  in  partnership 
minimum  gain  to  the  extent  of  the 
amoimt  of  the  net  increase,  if  any,  in 
partner^p  minimum  gain  for  such 
taxable  year  that  is  allocated  to  such 
nonrecourse  liability  under  paragraph 
(b)(4)(iv)(g)(2)  of  this  section. 

[2)  Allocation  of  net  increase  in 
partnership  minimum  gain.  A  net 
increase  in  partnership  minimum  gain 
for  a  taxable  year  is  allocated  to  a 
nonrecourse  liability  of  the  partnership 
under  this  paragraph  (b)(4)fiv)(g)(2)  to 
the  extent  of  the  amount  of  any  increase 
in  partnership  minimum  gain  for  such 
year  that  arose  as  a  result  of  incurring 
such  nonrecourse  liability  (that  is,  the 
amount  of  any  increase  in  partnership 
minimum  gain  for  such  year  that  arose 
as  a  result  of  encumbering  partnership 
property  with  a  nonrecourse  liability 
that  exceeds  its  adjusted  t£ix  basis  or 
book  value,  as  the  case  may  be).  See 
example  (20)(vi)  of  paragraph  (b)(5)  of 
this  section.  If  an  amount  of  the  net 
increase  in  partnership  minimum  gain 
for  a  partnership  taxable  year  is 
allocated  to  more  than  one  nonrecourse 
liability  of  the  partnership  pursuant  to 
the  first  sentence  of  this  paragraph 
(b)(4)(iv)(g)(2)  and  the  sum  of  the 
amounts  so  allocated  exceeds  the  total 
amount  of  such  net  increase,  then  the 
amount  of  such  net  increase  that  shall 
be  allocated  to  each  such  liability  equals 
the  amount  determined  by  multiplying 
the  total  amount  of  such  net  increase  by 
the  fraction  obtained  by  dividing — 

(/)  The  amount  of  such  net  increase 
that  would  be  allocated  to  such  liability 
under  the  first  sentence  of  this 
paragraph  (b)(4)(iv)(g)(2);  by 

(/i)  The  sum  of  the  amounts  of  such 
net  increase  that  would  be  allocated  to 
all  such  liabilities  under  the  first 
sentence  of  this  paragraph 
(b)(4)(iv)(g)(2). 

(3)  Carryover  to  immediately 
succeeding  taxable  year.  If  the  amount 
of  the  net  increase  in  pfurtnership 
minimum  gain  for  a  taxable  year  of  the 
partnership  that  is  allocated  to  a 
nonrecourse  liability  of  the  partnership 
under  paragraph  (b)(4)(iv)(g)(2)  of  this 
section  exceeds  the  aggregate  amount  of 
the  distributions  to  the  partners  during 
such  year  that  are  allocable  to  the 
proceeds  of  such  liability  (“excess 
allocable  amount’’)  and  all  or  part  of  the 
net  increase  in  partnership  minimum 
gain  for  such  year  is  treated  as  an 
increase  in  partnership  minimum  gain 
during  the  immediately  succeeding 
taxable  year  under  paragraph 


(b)(4)(iv)(6)  of  this  section,  then  an 
amount  of  such  deemed  increase  in 
partnership  minimum  gain  equal  to  such 
excess  allocable  amount  (or,  if  less,  the 
amount  of  such  deemed  increase)  shall 
be  treated  as  an  increase  in  partnership 
minimum  gain  that  arose  as  a  result  of 
incurring  Ae  nonrecourse  liability  to 
which  such  excess  allocable  amount  is 
attributable  for  purposes  of  applying 
paragraph  (b)(4)(iv)(g)(2)  of  this  section 
in  such  succe^ing  taxable  year.  See 
example  (20)(vi)  of  paragraph  (b)(5)  of 
this  section.  If  for  a  partnership  taxable 
year  there  is  an  excess  allocable  amount 
with  respect  to  more  than  one 
nonrecourse  liability  of  the  partnership 
and  the  sum  of  such  excess  allocable 
amounts  exceeds  the  amount  of  the  net 
increase  in  partnership  minimum  gain 
for  such  year  that  is  treated  as  an 
increase  in  partnership  minimum  gain 
during  the  immediately  succeeding 
taxable  year,  then  the  amount  of  such 
deemed  increase  in  partnership 
minimum  gain  which  is  treated  as  an 
increase  in  partnership  minimum  gain 
that  arose  as  a  result  of  incurring  any 
such  nonrecourse  liability  shall  equal 
the  amount  determined  by  multiplying 
the  amount  of  such  deemed  increase  by 
the  fi'action  obtained  by  dividing — 

(/)  The  excess  allocable  amount  for 
such  year  with  respect  to  such 
nonrecourse  liability;  by 
(ii)  The  sum  of  the  excess  allocable 
amounts  for  such  year  with  respect  to  all 
nonrecourse  liabilities. 

(4)  Distribution  allocable  to  proceeds 
of  nonrecourse  liability.  The 
determination  of  whether  a  distribution 
by  the  partnership  to  one  or  more 
partners  is  allocable  to  proceeds  of  a 
nonrecourse  liability  may  be  made 
under  any  reasonable  method.  For 
purposes  of  the  preceding  sentence,  the 
rules  prescribed  under  §  1.163-8T  for 
allocating  debt  proceeds  among 
expenditures  (applying  those  rules  to  the 
partnership  as  if  it  were  an  individual) 
constitutes  a  reasonable  method  for 
determining  (/)  whether  the  proceeds  of 
a  nonrecourse  liability  have  been 
distributed  to  the  partners  and  [ii]  the 
partners  to  whom  such  proceeds  have 
been  distributed. 

(A)  Nonrecourse  debt  of  the 
partnership  where  a  partner  bears 
economic  risk  of  loss — (7)  In  general. 
The  rationale  for  the  special  rule 
contained  in  this  paragraph  (b)(4)(iv)  is 
that,  in  the  event  there  is  an  economic 
burden  that  corresponds  to  the 
nonrecourse  deductions,  none  of  the 
partners  will  bear  that  burden. 
Accordingly,  for  purposes  of  this 
paragraph  (b)(4)(iv)— 
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(1)  A  noorecourse  liability  of  the 
partnership  is  a  liability  of  the 
partnership  (or  portion  thereof)  for 
which  no  partner  bears  the  economic 
risk  of  loss  (within  the  meaning  of 
paragraph  (b](4)(iv)(A)(i)  of  this  section); 
and 

(/i)  The  rules  of  diis  paragraph  (A) 
govern  die  allocation  of  items  of 
partnership  income,  gain,  loss, 
deduction,  or  section  705(a)(2)(B) 
expenditure  that  must  be  made  (and  are 
considered  in  accordance  with  the 
partners’  interests  in  die  partnership)  in 
connecticHi  with  any  nonrecourse  debt 
(within  the  meaning  of 
paragraph(b)(4)(iv)(A)(2)  of  this  section) 
of  the  partnership  for  which  any  partner 
bears  the  economic  risk  of  loss  (“partner 
nonrecourse  debt”). 

[2]  Allocation  of  losses,  deductions, 
and  expenditures  attributable  to  partner 
nonrecourse  debt.  Any  item  of 
partnership  loss,  dednction,  or  section 
705(a)(2)(B)  eiqienditure  that  is 
attributable  to  a  partner  nonrecourse 
debt  (“partner  nonrecourse  deduction”) 
must  be  allocated  to  the  partner  that 
bears  the  economic  risk  of  loss  for  such 
debt.  If  more  than  one  partner  bears  the 
economic  risk  of  loss  for  a  partner 
nonrecourse  debt,  any  partner 
nonrecourse  deduction  attributable  to 
such  debt  must  be  allocated  among  such 
partners  in  accordance  with  the  ratios  in 
which  the  partners  share  the  economic 
risk  of  loss  for  such  partner  nonrecourse 
debt 

(d)  Determination  of  partner 
nonrecourse  deductions.  For  any 
partnership  taxable  year,  the  amount  of 
partner  nonrecourse  deductions  with 
respect  to  a  partner  nonrecourse  debt 
equals  the  excess,  if  any,  of  the  amount 
of  the  net  increase  during  such  year  in 
the  amount  of  minimum  gain 
attributable  to  such  partner  nonrecourse 
debt,  over  the  aggregate  amount  of  any 
distributions  during  such  year  to  the 
partner  that  bears  the  economic  risk  of 
loss  for  such  debt  of  proceeds  of  such 
debt  that  are  allocable  to  an  increase  in 
the  minimum  gain  attributable  to  such 
debt  See  example  (20)(viii)  and  (ix)  of 
paragraph  (b)(5)  of  this  section.  The 
determination  of  which  items  of 
partnership  loss,  deduction,  and  section 
705(a)(2)(B)  expenditure  constitute  the 
partner  noivecourse  deductions  with 
respect  to  a  partner  nonrecourse  debt 
for  a  partnership  taxable  year  must  be 
made  in  a  manner  that  is  consistent  with 
the  principles  of  paragraph  (bX4)(iv)(h) 
of  this  section.  If  the  amount  of  partner 
nonrecourse  deductions  with  respect  to 
a  partner  nonrecourse  debt  for  a 
partnership  taxable  year  exceeds  the 
total  amount  of  items  of  partnership 


loss,  deduction,  and  section  705(a)(2)(B) 
expenditure  for  such  year  that  are 
treated  as  partner  nonrecourse 
deductions  with  respect  to  such  debt, 
then  an  amount  of  the  net  increase 
during  such  year  in  the  minimum  gain 
attributable  to  such  partner  nonrecourse 
debt  equal  to  that  excess  shall  be 
treated  as  an  increase  during  the 
immediately  succeeding  pmtnership 
taxable  year  in  the  minimum  gain 
attributable  to  such  debt  for  purposes  of 
determining  the  net  increase  or  decrease 
during  such  succeeding  taxable  year  in 
the  minimum  gain  attributable  to  such 
debt.  The  determination  of  which  items 
of  partnership  loss,  deduction,  and 
section  705(a)(2)(6)  expenditure 
constitute  partner  nonrecourse 
deductions  for  a  partnership  taxable 
year  must  be  made  before  Ae 
determination  of  which  items  constitute 
nonrecourse  deductions  for  the  taxable 
year  under  paragraph  (b)(4)(iv)(h)  of  this 
section. 

[4]  Chargeback  of  items  of  income 
and  gain.  If  there  is  a  net  decrease 
during  a  partnership  taxable  year  in  the 
minimum  gain  attributable  to  a  partner 
noiu'ecoorse  debt,  then  any  partner  with 
a  share  of  the  minimum  ^in  attributable 
to  such  debt  at  the  begiiming  of  such 
year  must  be  allocated  items  of 
partnership  income  and  gain  for  such 
year  (and.  if  necessary,  ^  subsequent 
years)  in  proportion  to,  and  to  the  extent 
of,  an  amount  equal  to  the  greater  of — 

(/)  The  portion  of  such  partner’s  share 
of  the  net  decrease  in  the  minimum  gain 
attributable  to  such  partner  nonrecourse 
debt  that  is  allocable  to  the  disposition 
of  partnership  property  subject  to  such 
debt:  or 

(//)  The  deficit  balance  in  sudi 
partner’s  capital  account  at  the  end  of 
such  year  (determined  before  any 
allocation  of  partnership  income,  gain, 
loss,  deduction,  or  section  705(a)(2)(B) 
expenditure  for  such  year  and  excluding 
from  such  deficit  capital  accoimt 
balance  any  amount  that  such  partner  is 
obligated  to  restore  under  §  1.704- 
l(b)(2)(ii)(c),  as  well  as  any  addition 
thereto  pursuant  to  the  next  to  last 
sentences  of  paragraph  (b)(4)(iv)  (/)  and 
(A)(5)  of  this  section  after  taidng  into 
account  thereunder  any  changes  during 
such  year  in  partnership  minimum  gain 
and  in  the  minimum  gain  attributable  to 
any  partner  nonrecourse  debt),  provided 
that  if  requirements  (7)  and  [2]  of 
§  1.704-l(b)(2)(iiMh)  have  not  been 
satisfied  tlvraughout  the  full  term  of  the 
partnership,  the  amount  determined 
imder  this  paragraph  (b)(4)(iv)(A)(4)(//) 
shall  equal  zero  and  the  amount  of  any 
allocation  in  addition  to  that  required 
under  paragraph  (b)(4)(iv)(A)(4)(y)  of  this 


section  that  must  be  made  to  such 
partner  in  connection  with  the  net 
decrease  during  such  year  in  die 
minimum  gain  attributable  to  such 
partner  nonrecourse  debt  shall  be 
determined  in  accordance  with  the 
partner’s  interest  in  the  partnership 
under  §  1.704-l(b)(3). 

See  paragraph  (b)(4)(iv)(A)(5)  of  this 
section  for  rules  regarding  the 
determination  of  a  partner’s  share  of  a 
net  decrease  in  the  minimum  gain 
attributable  to  a  partner  nonrecourse 
debt  For  purposes  of  this  paragraph 
(b)(4](iv)(A)(4),  the  determination  of 
whether  the  partners  have  deficit 
balances  in  their  capital  accounts  shall 
be  made  by  reducing  the  pcirtner’s 
capital  accounts  by  the  items  described 
in  §  1.704-l(b)(2)(ii)(d)  (4),  (5),  and  (5). 
The  portion  of  a  partner’s  share  of  any 
net  decrease  during  a  partnership 
taxable  year  in  the  minimum  gain 
attributable  to  a  partner  nonrecourse 
debt  that  is  allocable  to  the  disposition 
of  partnership  property  subject  to  such 
debt  equals  the  amount  determined  by 
multiplying  the  partner’s  share  of  the  net 
decrease  in  the  minimum  gain 
attributable  to  such  debt  for  the  year  by 
a  fraction,  the  numerator  of  whith  is  the 
portion  of  the  net  decrease  in  the 
minimum  gain  attributable  to  such  debt 
for  the  year  that  is  allocable  to  the 
disposition  of  partnership  property 
subject  to  such  debt  and  the 
denominahM^  of  which  is  the  net 
decrease  in  the  minimum  gain 
attributable  to  such  debt  for  the  year. 

For  puiposes  of  the  preceding  sentence, 
a  net  decrease  during  a  partnership 
taxable  year  in  the  minimum  gain 
attributable  to  a  partner  nonrecourse 
debt  is  allocable  to  the  disposition  of 
partnership  property  subject  to  such 
debt  to  the  extent  of  any  decrease 
during  such  year  in  the  minimum  gain 
attributable  to  such  debt  that  resulted 
from  the  disposition  of  any  such 
property.  The  determination  of  which 
items  of  partnership  income  and  gain 
must  be  allocated  pursuant  to  this 
paragraph  (b)(4){iv)(A)(4)  for  any 
partnership  taxable  year  shall  be  made 
in  a  manner  diat  is  consistent  with  the 
principles  of  paragraph  (b)(4)(ivXe)(2)  of 
this  section.  For  purposes  of  this 
paragraph  (b)(4)(iv)(A)(4),  die  items  of 
partnership  income  and  gain  for  a 
partnership  taxable  year  do  not  include 
any  item  of  income  or  gain  that  is 
allocated  pursuant  to  a  minimum  gain 
chargeback  for  such  year  under 
paragraph  (b)(4)(iv)(e)  of  this  section. 
Any  allocation  of  items  of  partnership 
income  and  gain  required  to  be  made 
pursuant  to  this  paragraph 
(bX4)(iv)(A)(4)  for  a  partnership  taxable 
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year  must  be  made  before  any  other 
allocation  (other  than  a  minimum  gain 
chargeback  pursuant  to  paragraph 
(b)(4)(iv)(e)  of  this  section]  of 
partnership  items  is  made  under  section 
704(b)  for  such  year.  For  purposes  of 
s  1.704-l(b)(2)(ii)(cO(d).  offsetting 
increases  in  a  partner’s  capital  account 
taken  into  account  under  that  paragraph 
do  not  include  items  of  partnership 
income  and  gain  that  are  expected  to  be 
allocated  to  that  partner  under  this 
paragraph  (b)(4}(iv)(A)(4),  provided  that 
any  subsequent  distributions  that  are 
expected  to  be  made  to  such  partner  of 
proceeds  of  any  partner  nonrecourse 
debt  (with  respect  to  which  such  partner 
will  bear  the  economic  risk  of  loss  at  the 
time  of  distribution)  that  are  allocable  to 
an  increase  in  the  minimum  gain 
attributable  to  such  debt  shall  be 
deemed  to  be  offset  by  increases  to  the 
partner’s  capital  account  for  purposes  of 
that  section. 

(5)  Partner's  share  of  minimum  gain 
attributable  to  partner  nonrecourse 
debt.  For  purposes  of  this  paragraph 
(b](4)(iv)(h),  a  partner’s  share  of  the 
minimum  gain  attributable  to  a  partner 
nonrecourse  debt  at  the  end  of  any 
partnership  taxable  year  equals  the 
excess  (if  any)  of— 

(i)  The  sum  of  the  partner  nonrecourse 
deductions  attributable  to  such  debt  that 
have  been  allocated  to  such  partner 
(and  such  partner’s  predecessors  in 
interest)  up  to  that  time  and  the 
aggregate  amount  of  distributions  made 
to  such  partner  (and  such  partner’s 
predecessors  in  interest)  up  to  that  time 
of  proceeds  of  such  debt  that  are 
allocable  to  an  increase  in  the  minimum 
gain  attributable  to  such  debt  (but  only 
if  such  partner  (or  such  partner’s 
predecessor  in  interest]  bears  the 
economic  risk  of  loss  for  that  debt  at  the 
time  of  any  such  distribution);  over 
(ff)  The  sum  of  such  partner’s  (and 
such  partners  predecessors  in  interest) 
aggregate  share  of  the  net  decreases  in 
the  minimum  gain  attributable  to  such 
partner  nonrecourse  debt  up  to  that  time 
and  such  partner’s  (and  such  partner’s 
predecessors  in  interest)  aggregate  share 
of  the  decreases  up  to  that  time  in  the 
minimum  gain  attributable  to  such 
partner  nonrecourse  debt  resulting  from 
revaluations  of  partnership  property 
subject  to  such  debt. 

A  partner’s  share  of  the  net  decrease  in 
the  minimum  gain  attributable  to  a 
partner  nonrecourse  debt  for  a 
partnership  taxable  year  equals  an 
amount  that  bears  the  same  relation  to 
the  net  decrease  in  the  minimum  gain 
attributable  to  such  debt  for  such  year 
as  such  partner’s  share  of  the  minimum 
gain  attributable  to  such  debt  at  the  end 


of  the  immediately  preceding  taxable 
year  of  the  partnership  (or,  if  later,  the 
time  imme^ately  following  the  last  time 
that  the  capital  accounts  cif  the  partners 
are  increased  pursuant  to  {  1.704- 
l(b)(2)(iv)  (/)  or  (r)  to  reflect  a 
revaluation  of  peulnership  property 
subject  to  such  partner  nonrecourse 
debt]  bears  to  the  amount  of  minimum 
gain  attributable  to  such  debt  at  the  end 
of  such  preceding  taxable  year  (or  such 
later  date).  A  partner’s  share  of  a 
decrease  in  the  minimum  gain 
attributable  to  a  partner  nonrecourse 
debt  resulting  from  a  revaluation  of 
partnership  property  subject  to  such 
debt  equals  the  amount  of  the  increase 
in  such  partner’s  capital  account  that  is 
attributable  to  such  revaluation  to  the 
extent  of  the  reduction  in  the  minimum 
gain  attributable  to  such  debt  caused  by 
such  revaluation.  See  paragraph 
(b)(4)(iv](/)  of  this  section  for  similar 
rules  relating  to  partnership  minimum 
gain.  For  purposes  of  §  1.704- 
l(b](2)(ii)(c0.  the  amount  of  a  partner’s 
share  of  the  minimum  gain  attributable 
to  any  partner  nonrecourse  debt  shall  be 
added  to  the  limited  dollar  amount,  if 
any,  of  the  deficit  balance  in  such 
partner’s  capital  account  that  such 
partner  is  obligated  to  restore,  and  a 
partner  shall  not  otherwise  be 
considered  to  have  an  obligation  to 
restore  a  deficit  balance  in  such 
partner’s  capital  accoimt  as  a  result  of 
bearing  the  economic  risk  of  loss  for  any 
partner  nonrecourse  debt.  See  example 
(20)(viii]  of  paragraph  (b)(5]  of  this 
section. 

(6)  Net  increase  (or  decrease)  in 
minimum  gain  attributable  to  partner 
nonrecourse  debt.  For  purposes  of  this 
paragraph  (b)(4](iv](h],  the  net  increase 
(or  decrease)  in  the  minimum  gain  for  a 
partnership  taxable  year  that  is 
attributable  to  a  partner  nonrecourse 
debt  equals  the  sum  of — 

(/)  Any  increase  (or  decrease]  in  the 
net  increase  in  partnership  minimum 
gain  during  such  year  that  would  result 
if  such  partner  nonrecourse  debt  were 
treated  as  a  nonrecourse  liability  of  the 
partnership;  and 

(/'/)  Any  decrease  (or  increase)  in  the 
net  decrease  in  partnership  minimum 
gain  during  such  year  that  would  result 
if  such  partner  nonrecourse  debt  were 
treated  as  a  nonrecourse  liability  of  the 
partnership. 

In  addition,  for  purposes  of  this 
paragraph  (b](4j(iv)(h],  the  amount  of  a 
decrease  in  the  minimum  gain 
attributable  to  a  partner  nonrecourse 
debt  resulting  from  a  revaluation  of 
partnership  property  subject  to  such 
debt  equals  the  excess  of  the  aggregate 
amoimt  of  gain  that  would  be  realized 


by  the  partnership  immediately  prior  to 
such  revaluation,  over  the  aggregate 
amount  of  gain  that  would  be  realized 
by  the  partnership  immediately  after 
such  revaluation  if  the  partnership  had, 
at  each  such  time,  disposed  of  (in  a 
taxable  transaction)  the  partnership 
property  subject  to  such  debt  in  hill 
satisfaction  diereof  (and  for  no  other 
consideration).  Only  the  portion  of  the 
adjusted  tax  basis  or  book  value,  as  the 
case  may  be,  of  the  partnership  property 
subject  to  such  debt  that  is  allocable  to 
such  debt  under  the  principles  of 
par^aph  (b)(4)(iv)(c)  (1)  and  (2)  of  this 
section  shall  be  used  in  computing  such 
gain. 

(7)  Distribution  of  proceeds  of  partner 
nonrecourse  debt  allocable  to  an 
increase  in  the  minimum  gain 
attributable  to  such  debt.  If  a 
partnership  makes  a  distribution  to  the 
partners  during  a  partnership  taxable 
year  that  is  allocable  to  the  proceeds  of 
a  partner  nonrecourse  debt,  the  amount 
of  such  distribution  that  is  allocable  to 
an  increase  in  the  minimum  gain 
attributable  to  such  debt  equals  the 
amoimt  of  the  net  increase  during  such 
year  in  the  minimum  gain  attributable  to 
such  debt  that  arose  as  a  result  of 
incurring  such  debt  or  distributing 
proceeds  of  such  debt.  The  rules  of  this 
paragraph  (b)(4](iv](A)(7)  shall  be 
applied  in  a  manner  that  is  consistent 
with  the  principles  of  paragraph 
(b)(4](iv)(g]  of  this  section. 

(ff)  Debt  with  respect  to  which  more 
than  one  partner  bears  the  economic 
risk  of  loss.  If  more  than  one  partner 
bears  the  economic  risk  of  a  loss  for 
different  portions  of  a  nonrecourse  debt 
of  the  partnership,  then  each  such 
portion  shall  be  treated  as  a  separate 
partner  nonrecourse  debt  for  purposes 
of  this  paragraph  (b)(4)(iv). 

(/)  [Reserved.] 

(/)  Tiered  partnerships.  If  a 
partnership  (the  “upper-tier 
partnership")  is  a  partner  in  another 
partnership  (the  “subsidiary 
partnership”),  then  for  purposes  of 
applying  this  paragraph  (b)(4)(iv)  to  the 
upper-tier  partnership  for  any  taxable 
year  of  the  upper-tier  partnership — 

(7)  The  sum  of — 

(y)  Any  nonrecourse  deductions  of  the 
subsidiary  partnership  allocated  to  the 
upper-tier  partnership  for  such  taxable 
year;  and 

(//)  Any  distributions  made  during 
such  taxable  year  to  the  upper-tier 
partnership  by  the  subsidiary 
partnership  of  proceeds  of  a 
nonrecourse  liability  that  are  allocable 
to  an  increase  to  the  partnership 
minimum  gain  of  the  subsidiary 
partnership; 
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shall  be  treated  as  an  increase  in  the 
minimum  gain  of  the  upper-tier 
partnership  that  shall  be  taken  into 
account  in  computing  the  net  increase  or 
decrease,  as  the  case  may  be,  in  the 
partnership  minimum  gain  of  the  upper- 
tier  partnership  for  such  taxable  year, 

[2]  The  upper-tier  partimrship’s  share 
for  such  taxable  year  of  any  net 
decrease  in  the  partnership  minimum 
gain  of  the  subsidiary  partnership  shall 
be  treated  as  a  decrease  in  the  minimum 
gain  of  the  upper-tier  partnership  that 
shall  be  taken  into  account  in  computing 
the  net  increase  or  decrease,  as  the  case 
may  be,  in  the  partnership  minimum 
gain  of  the  upper-tier  partnership  for 
such  taxable  year, 

(3)  The  portion  of  the  upper-tier 
partnership’s  share  for  such  taxable 
year  of  any  net  decrease  in  the 
partnership  minimum  gain  of  the 
subsidiary  partnership  that  is  allocable 
to  the  disposition  of  property  of  the 
subsidiary  partnership  subject  to  one  or 
more  nonrecourse  liabilities  of  die 
subsidiary  partnership  shall,  for 
purposes  of  paragraph  (b)(4)(iv](e)  of 
this  section,  be  treated  as  a  decrease 
during  such  year  in  the  partnership 
minimum  gain  of  the  upper-tier 
partnership  that  resulted  from  the 
disposition  of  property  of  the  upper-tier 
partnership  that  is  subject  to  one  or 
more  nonrecourse  liabilities  of  the 
upper-tier  partnership; 

[4]  Any  distributions  made  during 
such  taxable  year  to  the  upper-tier 
partnership  by  the  subsidiary 
partnership  of  proceeds  of  a 
nonrecourse  liability  that  are  allocable 
to  an  increase  in  the  partnership 
minimum  gain  of  the  subsidiary 
partnership  shall  be  treated  as  proceeds 
of  a  nonrecourse  liability  of  the  upper- 
tier  partnership,  and  the  increase  in  the 
minimum  gain  of  the  upper-tier 
partnership  under  paragraph 
(b)(4)(iv](/)(l)  of  this  section  that  is 
attributable  to  the  receipt  of  such 
distributions  shall,  for  purposes  of 
paragraph  (b){4){iv)(g)  of  this  section,  be 
treated  as  an  increase  in  the  minimum 
gain  of  the  upper-tier  partnership  that 
arose  as  a  result  of  encumbering 
property  of  the  upper-tier  partnership 
with  such  nonrecourse  liability  of  the 
upper-tier  partnership; 

(5)  Any  nonrecourse  deductions 
allocated  to  the  upper-tier  partnership 
by  the  subsidiary  partnership  for  such 
taxable  year  shall,  for  purposes  of 
paragraph  (b)(4)(iv)(6)  of  diis  section,  be 
treated  as  depreciation  or  cost  recovery 
deductions  with  respect  to  an  item  of 
property  of  the  upper-tier  partnership 
subject  to  a  nonrecourse  liability  of  such 
partnership  with  respect  to  which  the 
minimum  gain  increased  during  such 


year  by  the  amount  of  such  nonrecourse 
deductions;  and 

(3)  Any  liability  of  the  subsidiary 
partnership  (wid^  the  meaning  of  the 
regulations  under  section  752)  Aat  is 
treated  as  a  liability  of  the  upper-tier 
partnenhip  under  §  1.752-lT(j](l)  shall 
be  treated  as  a  liability  of  die  upper-der 
partnership  for  purposes  of  applying 
paragraidi  (b)(4](iv](/i)  of  this  section, 
and  rules  incorporatiiig  the  principles  of 
subdivisions  (I)  throu^  (5)  of  diis 
paragraph  (b)(4](iv)(/)  shall  to  the  extent 
appropriate,  be  applied  to  determine  the 
allocations  that  the  upper-tier 
partnership  must  make  under  paragraph 
(b)(4Kiv)(/r)  of  this  section  with  respect 
to  any  such  liability  that  constitutes  a 
nonrecourse  debt  for  which  one  or  more 
partners  of  the  upper-tier  partnership 
bear  the  economic  risk  of  loss. 

(ic)  Meaning  of  certain  terms.  For 
purposes  of  ^s  paragraph  (b](4](iv),  the 
following  terms  have  the  meanings  set 
forth  below. 

(1)  Economic  risk  of  loss.  The 
determination  of  whether  a  partner 
bears  the  economic  risk  of  loss  with 
respect  to  any  partnership  liability  shall 
be  made  in  accordance  with  §  1.752- 
lT(d)(3)  (without  regard  to  whether  that 
section  applies  to  such  liability). 

[2]  Nonrecourse  debt.  The  term 
“nonrecourse  debt”  means  any 
partnership  liability  that  is  considered 
nonrecourse  for  purposes  of  §  1.1001-2 
(without  regard  to  whether  such  liability 
is  a  recourse  liability  under  §  1.752- 
lT(d)(2))  and  any  partnership  liability 
for  which  the  creditor’s  right  to 
repayment  is  limited  to  one  or  more 
assets  of  the  partnership  (within  the 
meaning  of  §  1.752-lT(d)(3)(ii)(B)(4){//)). 

(3)  Nonrecourse  liability.  The  term 
“nonrecourse  liability”  means  any 
partnership  liability  (or  portion  thereof) 
for  which  no  partner  bears  the  economic 
risk  of  loss. 

[4]  Partner  nonrecourse  debt.  The 
term  “partner  nonrecourse  debt”  means 
any  nonrecourse  debt  of  the  partnership 
for  which  any  partner  bears  the 
economic  risk  of  loss. 

(l)  [Reserved.] 

(m)  Effective  dates — (1)  In  general. 
Except  as  otherwise  provided  in  this 
paragraph  (b)(4)(iv)(7n),  this  paragraph 
(b)(4)(iv)  shall  apply  for  partnership 
taxable  years  beginning  after  December 
29, 1988.  For  the  rules  applicable  to 
taxable  years  beginning  on  or  before 
December  29, 1988,  see  §  1.704- 
l(b)(4)(iv).  If  a  partnership  agreement 
entered  into  on  or  before  December  29, 
1988,  complied  with  the  provisions  of 

§  1.704-l(b)(4)(iv)(c/)  on  or  before  that 
date,  the  provisions  of  S  1.704-l(b)(4)(iv) 
(a)  through  (/)  shall  continue  to  apply  to 
such  partnership  for  any  taxable  year 


beginning  after  that  date  (unless  the 
partnership  makes  an  election  under 
paragraph  (b)(4)(iv)(/n)(2)  of  this  section) 
and  ending  before  any  subsequent 
material  modification  to  the  partnership 
agreement 

(3)  Election.  A  partnership  may  elect 
to  apply  the  provisions  of  this  paragraph 
(b)(4)(iv)  to  tile  first  taxable  year  of  such 
partnership  ending  after  December  29, 
1988.  An  election  under  this  paragraph 
(b)(4)(iv)(m)  is  made  by  attaching  a 
written  statement  to  the  partnership 
return  for  the  first  taxable  year  of  such 
partnership  ending  after  December  29, 
1988.  A  written  statement  required 
pursuant  to  this  paragraph 
(b)(4)(iv)(m){2)  must  include  the  name, 
address,  and  taxpayer  identification 
number  of  the  partnership  making  such 
statement  and  contain  a  declaration  that 
an  election  is  being  made  under  this 
paragraph  (b)(4)(iv)(m). 

(5)  Examples.  The  operation  of  the 
rules  of  this  paragraph  is  illustrated  by 
the  following  examples: 

Examples  (1)  through  (19).  [Reserved.] 

Example  (20).  (i)  RM  and  Fffi  form  a  l^ted 
partnership  to  acquire  and  operate  a 
commercial  office  building.  RM,  the  limited 
partner,  contributes  $180,000,  and  HB,  the 
general  partner,  contributes  $20,000  to  the 
partnership,  which  obtains  an  $800,000 
nonrecourse  loan  and  purchases  the  building 
(on  leased  land]  for  $1,000,000.  The 
nonrecourse  loan  is  secured  only  by  the 
building,  and  no  principal  payments  are  due 
for  5  years.  The  partnership  agreement 
provides  that  the  partners'  capital  accounts 
will  be  determined  and  maintained  in 
accordance  with  S  1.704-l(b)(2)(iv), 
distributions  in  liquidation  of  the  partnership 
(or  any  partner’s  interest)  will  be  made  in 
accordance  with  partners'  positive  capital 
account  balances  (as  set  forth  in  $  1.704- 
l(b](2)(ii)(5)(2]),  hffl  will  be  required  to 
restore  any  deficit  balance  in  MB’s  capital 
account  following  the  liquidation  of  HB’s 
interest  (as  set  forth  in  S  1.704- 
l(bK2)(ii)(b)(3)),  and  RM  will  not  be  required 
to  restore  any  deficit  balance  in  RM's  capital 
account  following  the  liquidation  of  RM's 
interest.  The  partnership  agreement  contains 
a  qualified  income  offset  (as  defined  in 
§  1.704-;l(b)(2](ii](d]).  and,  as  of  the  end  of 
each  partnership  taxable  year  discussed 
herein,  the  items  described  in  S  1.704- 
l(b)(2](iiXd)  [4],  (5],  and  (d)  are  not 
reasonably  expected  to  cause  or  increase  a 
deficit  balance  in  RM's  capital  account  In 
addition,  the  agreement  contains  a  minimum 
gain  chargeback  (in  accordance  with 
paragraph  (b)(4)(iv)(e)  of  this  section).  The 
partnership  agreement  provides  that  except 
as  otherwise  required  by  its  qualified  income 
offset  and  minimum  gain  chargeback 
provisions,  (a)  all  partnership  items  will  be 
allocated  90  percent  to  RM  and  10  percent  to 
HB  until  the  first  time  when  the  partnership 
has  recognized  items  of  income  and  gain  that 
exceed  the  items  of  loss  and  deduction  it  has 
recognized  over  its  life,  and  (b)  all  further 
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partnership  items  will  be  allocated  equally 
between  RM  and  HB.  Finally,  the  partnership 
agreement  provides  that  all  distributions, 
other  than  distributions  in  liquidation  of  the 
partnership  or  of  a  partner's  interest  in  the 
partnership,  will  be  made  90  percent  to  RM 
and  10  percent  to  HB  until  a  total  of  $200,000 
has  been  distributed,  and  thereafter  all  such 
distributions  will  be  made  equally  to  RM  and 
HB.  In  each  of  the  partnership’s  ^t  2 
taxable  years,  it  generates  rental  income  of 
$95,000,  operating  expenses  (including  land 
lease  payments)  of  $10,000,  interest  expense 
of  $80,000,  and  a  cost  recovery  deduction  of 
$90,000,  resulting  in  a  net  taxable  loss  of 
$85,000  in  each  of  those  years.  The 
allocations  of  these  losses  90  percent  to  RM 
and  10  percent  to  HB  have  substantial 
economic  effect. 


RM 

HB 

Capital  account  on  formation .. 

$180,000 

$20,000 

Less:  Net  loss  in  years  1  and 

2 . 

(153,000) 

(17,000) 

Capital  account  at  end  of 

year  2 . 

27,000 

3,000 

In  the  partnership’s  third  taxable  year,  it 
again  generates  rental  income  of  $95,000, 
operating  expense  of  $10,000,  interest 
expenses  of  $80,000,  and  a  cost  recovery 
deduction  of  $90,000,  resulting  in  a  net 
taxable  loss  of  $85,000.  If  the  partnership 
were  to  dispose  of  the  building  in  full 
satisfaction  of  the  nonrecourse  liability  at  the 
end  of  that  year,  it  would  tiealize  $70,000  of 
gain  ($800,000  amount  realiaed  less  $730,000 
adjusted  tax  basis).  Since  the  amount  of 
partnership  minimiun  gain  at  the  end  of  that 
year  (and  the  net  increase  in  partnership 
minimum  gain  during  the  year)  is  $70,000  and 
the  partnership  did  not  distribute  any 
proceeds  of  a  nonrecourse  liability  that  are 
allocable  to  an  increase  in  partnership 
minimum  gain,  the  amount  of  partnership 
nonrecourse  deductions  for  that  year  is 
$70,000,  consisting  of  cost  recovery 
deductions  allowable  with  respect  to  the 
building  of  $70,000.  Pursuant  to  the 
partnership  agreement  all  partnership  items 
comprising  the  net  taxable  loss  of  $85,000, 
including  the  $70,000  nonrecourse  deduction, 
are  allocated  90  percent  to  RM  and  10  percent 
to  HB.  The  allocation  of  these  items,  other 
than  the  nonrecourse  deductions,  has 
substantial  economic  effect. 


RM 

HB 

Capital  account  at  end  of  year 

2 . 

$27,000 

(13,500) 

$3,000 

Less:  Net  loss  in  year  3  (with¬ 
out  nonrecourse  deductKxi)... 

(1,500) 

Less:  Nonrecourse  deduction 
in  year  3 . 

{63.<m 

{7,000 

Capital  account  at  end  of  year 
3 . 

($49,500) 

($5,500) 

This  allocation  of  the  $70,000  nonrecourse 
deduction,  90  percent  to  RM  and  10  percent  to 
HB,  satisfies  requirement  (2)  of  paragraph 
(b)(4)(iv)((/)  of  this  section  because  Ae 
allocation  is  consistent  with  allocations. 


which  have  substantial  economic  effect  of 
other  significant  partnership  items 
attributable  to  the  building.  Since  the 
remaining  requirements  of  paragraph 
(b)(4)(iv)((y)  of  this  section  are  satisfied,  the 
allocation  of  nonrecourse  deductions  is 
deemed  to  be  made  in  accordance  with  the 
partners’  interests  in  the  partnership.  At  the 
end  of  the  partnership’s  third  taxable  year, 
RM’s  and  HB’s  shares  of  partnership 
minimum  gain  are  $63,000  and  $7,000, 
respectively.  Therefore,  pursuant  to  the  next 
to  last  sentence  in  paragraph  (b)(4)(iv)(/)  of 
this  section,  RM  is  treated  as  obligated  to 
restore  a  deficit  balance  in  RM’s  capital 
account  of  $63,000,  so  that  in  the  succeeding 
year  RM  could  be  allocated  up  to  an 
additional  $13,500  of  partnership  deductions, 
losses,  and  section  705(a)(2)(B)  expenditures 
that  are  not  nonrecourse  deductions,  and  that 
allocation  would  be  considered  to  have 
economic  effect  under  the  alternate  economic 
effect  test  contained  in  §  1.704-l(b)(2)(ii)(d) 
even  though  such  an  allocation  would 
increase  a  deficit  capital  account  balance.  If 
the  partnership  were  to  dispose  of  the 
building  in  full  satisfaction  of  the 
nonrecourse  liability  at  the  beginning  of  the 
partnership’s  fourth  taxable  year  (and  had  no 
other  economic  activity  in  that  year),  the 
partnership  minimum  gain  would  be 
decreased  fix>m  $70,000  to  zero.  RM’s  and 
HB’s  shares  of  that  net  decrease  would  be 
$63,000  and  $7,000,  respectively.  Upon  such  a 
disposition,  the  minimiun  gain  chargeback 
would  require  (before  any  other  allocation  is 
made  under  section  704(b)  with  respect  to 
partnership  items  for  the  partnership's  fourth 
taxable  year)  that  RM  and  HB  be  allocated 
$63,000  and  ^,000  respectively,  of  the  gain 
from  that  disposition. 

(ii)  Assume  the  same  facts  as  originally 
stated  in  (i)  except  that  the  partnership 
agreement  provides  that  all  nonrecourse 
deductions  of  the  partnership  will  be 
allocated  equally  between  RM  and  HB. 
Furthermore,  at  the  time  the  partnership 
agreement  is  entered  into,  there  is  a 
reasonable  likelihood  that  over  the 
partnership’s  life  it  will  recognize  amounts  of 
income  and  gain  significantly  in  excess  of 
amounts  of  loss  and  deduction  (other  than 
nonrecourse  deductions.  The  allocation  of 
such  excess  equally  between  the  partners 
pursuant  to  the  partnership  agreement  will 
have  substantial  economic  effect.  The 
allocation  of  all  items,  other  than  the 
nonrecourse  deductions,  90  percent  to  RM 
and  10  percent  to  HB,  has  substantial 
economic  effect. 


RM 

HB 

Capital  account  on  formation .. 

$180,000 

$20,000 

Less:  Net  loss  in  years  1  and 

2 . 

(153,000) 

(17,000) 

Capital  account  at  end  of 
year  2 . 

27,000 

3,000 

Less:  Net  loss  In  year  3 
(without  nonrecourse  de¬ 
duction) . 

(13,500) 

(35,000) 

(1,500) 

(35,000) 

Less:  nonrecourse  deduction 
inyear3 . 

RM 

HB 

Capital  account  at  end  of 

year  3 . 

($21,500) 

($33,000) 

The  allocation  of  the  $70,000  nonrecourse 
deduction  equally  between  RM  and  HB 
satisfies  requirement  (2)  of  paragraph 
(b)(4)(iv)(c0  of  this  section  because  the 
allocation  is  consistent  with  allocations, 
which  will  have  substantial  economic  effect, 
of  other  significant  partnership  items 
attributable  to  the  building.  Since  the 
remaining  requirements  of  paragraph 
(b)(4)(iv)(c0  of  this  section  are  satisfied,  the 
allocation  of  nonrecourse  deductions  is 
deemed  to  be  made  in  accordance  with  the 
partners’  interests  in  the  partnership.  The 
allocation  of  the  nonrecourse  deductions  75 
percent  to  RM  and  25  percent  to  HB  (or  in 
any  other  ratio  between  90  percent  to  RM/lO 
percent  to  HB  and  50  percent  to  RM/50 
percent  to  HB)  also  would  satisfy 
requirement  (2)  of  paragraph  (b)(4)(iv)((/)  of 
this  section. 

(iii)  Assume  the  same  facts  as  originally 
stated  in  (i)  except  that  the  partnership 
agreement  provides  that  RM  will  be  allocated 
99  percent,  and  HB  1  percent,  of  all 
nonrecourse  deductions  of  the  partnership. 
This  allocation  of  the  $70,000  nonrecourse 
deduction  does  not  satisfy  requirement  (2)  of 
paragraph  (b)(4)(iv)((y)  because  it  is  not 
reasonably  consistent  with  allocations,  which 
have  substantial  economic  effect,  of  any 
other  significant  partnership  item  attributable 
to  the  building.  Ilierefore,  the  allocation  of 
nonrecourse  deductions  will  be  disregarded, 
and  the  nonrecourse  deductions  of  the 
partnership  will  be  reallocated  according  to 
the  partners’  overall  economic  interests  in  the 
partnership,  determined  with  reference  to  the 
factors  set  forth  in  S  1.704-l(b)(3)(ii). 

(iv)  Assume  the  same  facts  as  originally 
stated  in  (i)  except  that  at  the  beginning  of 
the  partnership’s  fourth  taxable  year,  RM 
contributes  $144,000  and  HB  contributes 
$16,000  of  additional  capital  to  the 
partnership,  which  the  partnership  uses  to 
reduce  the  amount  of  its  nonrecourse  liability 
from  $800,000  to  $640,000.  In  addition,  in  the 
partnership’s  fourth  taxable  year,  it  again 
generates  rental  income  of  $95,000,  operating 
expenses  of  $10,000,  interest  expense  of 
$80,000,  and  a  cost  recovery  deduction  of 
$90,000,  resulting  in  net  taxable  loss  of 
$85,000.  If  the  partnership  were  to  dispose  of 
the  building  in  full  satisfaction  of  the 
nonrecourse  liability  at  the  end  of  that  year, 
it  would  realize  no  gain  ($640,000  amount 
realized  less  $640,000  adjusted  tax  basis). 
Therefore,  the  amount  of  partnership 
minimum  gain  at  the  end  of  the  year  is  zero, 
which  represents  a  net  decrease  in 
partnership  minimum  gain  of  $70,000  during 
the  year.  RM’s  and  HB’s  shares  of  this  net 
decrease  are  $63,000  and  $7,000  respectively, 
so  that  at  the  end  of  the  partnership’s  fourth 
taxable  year,  RM’s  and  HB’s  shares  of 
partnership  minimum  gain  are  zero. 
Therefore,  pursuant  to  the  next  to  last 
sentence  in  paragraph  (b)(4)(iv)(/)  of  this 
section,  RM  is  no  longer  treated  as  being 
obligated  to  restore  any  deficit  balance  in 


Federal  Register  /  Vol.  53.  No.  251  /  Friday,  December  30,  1988  /  Rules  and  Regulations  53169 


RM’s  capital  account.  Assuming  the  sum  of 
the  reductions  to  RM’s  capital  account 
described  in  S  l'704-l(b)(2)(ii)(d)  (4),  (5),  and 
(0)  does  not  exceed  $94,500,  the  minimum 
gain  chargeback  does  not  require  that  either 
RM  or  HB  be  allocated  items  of  income  and 
gain  in  the  partnership's  fourth  taxable  year 
even  though  there  is  a  net  decrease  in 
partnership  minimum  gain  during  that  year. 
This  is  true  because  (1)  none  of  &e  net 
decrease  in  partnership  mini  i  im  gain  for  the 
partnership's  fourth  taxable  year  is  allocable 
to  the  disposition  of  partnership  property 
subject  to  nonrecourse  liabilities  of  the 
partnership,  (2)  RM's  capital  account  balance 
at  the  end  of  that  year  (before  any  allocation 
is  made  under  section  704(b)  to  RM  for  such 
year)  is  $94,500  (RM's  capital  account 
balance  at  the  end  of  the  partnership’s  third 
taxable  year  increased  by  RM's  $144,000 
capital  contribution),  and  (3)  HB  has  a  full 
deficit  makeup  obligation. 


RM 

HB 

Capitol  account  at  end  of  year 

3 . 

($49,500) 

144,000 

(76,500) 

($5,500) 

16,000 

(8,500) 

Less:  Net  loss  in  year  4 . 

Capital  account  at  end  of  year 

4 . 

18,000 

2,000 

(v)  Assume  the  same  facts  as  originally 
stated  in  (i)  except  that  the  partnership 
incurred  only  a  $700,000  nonrecourse  loan 
and,  in  addition,  incurred  a  $100,000  recourse 
loan,  subordinate  in  priority  to  the 
nonrecourse  loan,  to  which  the  partnership’s 
building  is  also  subject.  Under  paragraph 
(b)(4)(iv)(c)  of  this  section,  $700,000  of  the 
adjusted  basis  of  the  building  at  the  end  of 
the  partnership’s  third  taxable  year  is 
allocated  to  the  nonrecourse  liability  (with 
the  remaining  $30,000  allocated  to  the 
recourse  liability)  so  that  if  the  partnership 
disposed  of  the  building  in  full  satisfaction  of 
the  nonrecourse  liability  at  the  end  of  that 
year,  it  would  realize  no  gain  ($700,000 
amount  realized  less  $700,000  adjusted  tax 
basis).  Therefore,  there  is  no  minimum  gain  at 
the  end  of  the  partnership’s  third  taxable 
year  (and  no  increase  in  partnership 
minimum  gain  in  such  year).  If,  however,  the 
$700,000  nonrecourse  loan  were  subordinate 
in  priority  to  the  $100,000  recourse  loan, 
imder  paragraph  (b)(4)(iv)(c)  of  this  section, 
only  $630,000  of  the  adjusted  basis  of  the 
building  would  be  allocated  to  the  $700,000 
nonrecourse  loan  (the  excess  of  the  $730,000 
adjusted  tax  basis  of  the  building  at  the  end 
of  the  partnership’s  third  taxable  year  over 
the  balance  of  the  superior  $100,000  recourse 
liability).  In  that  case,  the  balance  of  the 
$700,000  nonrecourse  liability  would  exceed 
the  adjusted  tax  basis  of  the  building  so 
allocated  by  $70,000  so  that  there  would  be 
$70,000  of  minimum  gain  (and  a  $70,000 
increase  in  partnership  minimum  gain)  in  the 
partnership’s  third  taxable  year. 

(vi)  Assume  the  same  facts  as  originally 
stated  in  (i)  except  that  the  partnership 
obtains  a  nonrecourse  loan  of  $200,000  at  the 
end  of  its  fourth  taxable  year,  which  is 
secured  by  a  second  mortgage  on  the 
building,  and  distributes  this  cash  to  its 


partners  at  the  beginning  of  its  Bfth  taxable 
year.  In  addition,  in  its  fourth  and  Bfth 
taxable  years,  the  partnership  again 
generates  rental  income  of  $95,000,  operating 
expenses  of  $10,000,  interest  expense  of 
$80,000,  and  a  cost  recovery  deduction  of 
$90,000,  resulting  in  a  net  taxable  loss  of 
$85,000.  Also  assume  that  the  partnership  has 
distributed  its  $5,000  of  operating  cash  flow 
for  each  year  ($95,000  of  rental  income  less 
$10,000  of  operating  expense  and  $80,000  of 
interest  expense)  to  RM  and  HB  at  the  end  of 
each  such  year.  If  the  partnership  were  to 
dispose  of  the  building  in  full  satisfaction  of 
the  nonrecourse  liabilities  at  the  end  of  its 
fourth  taxable  year,  the  partnership  would 
realize  $360,000  of  gain  ($1,000,000  amount 
realized  less  $640,000  adjusted  tax  basis). 
Thus,  the  net  increase  in  partnership 
minimum  gain  during  the  partnership’s  fourth 
taxable  year  is  $290,000  ($360,000  of  minimum 
gain  at  the  end  of  the  fourth  year  less  $70,000 
of  minimum  gain  at  the  end  of  the  third  year). 
Because  the  partnership  did  not  distribute 
any  of  the  proceeds  of  the  loan  it  obtained  in 
its  fourth  year  during  that  year,  the  amoimt  of 
partnership  nonrecourse  deductions  for  that 
year  is  $2W,000.  Under  paragraph  (b)(4)(iv)(h) 
of  this  section,  if  the  partnership  had 
distributed  the  proceeds  of  that  loan  to  its 
partners  at  the  end  of  its  fourth  year,  the 
partnership’s  nonrecourse  deductions  for  that 
year  would  have  been  reduced  by  the  amount 
of  that  distribution  because  the  proceeds  of 
that  loan  are  allocable  to  an  increase  in 
partnership  minimum  gain  under  paragraph 
(b)(4)(iv)(g)  of  this  section.  Since  the 
nonrecourse  deductions  for  the  partnership’s 
fourth  taxable  year  exceed  its  actual 
deductions  for  that  year,  all  $180,000  of  the 
partnership’s  deductions  for  that  year  are 
treated  as  nonrecourse  deductions,  and  the 
$110,000  excess  nonrecourse  deductions  will 
be  treated  as  an  increase  in  minimum  gain  in 
the  partnership’s  hfth  taxable  year  under 
paragraph  (b)(4)(iv)(h)  of  this  section. 


RM 

HB 

Capital  account  at  end  of 
year  3  (ifKluding  cash 
flow  distributions) . 

($63,000) 

($7,000) 

Plus:  Rental  income  in  year 

4 . 

85,500 

9,500 

Less:  Nonrecourse  deduc¬ 
tion  in  year  4 . 

(162,000) 

(18,000) 

Less:  Cash  flow  distribu¬ 
tions  in  year  4 . 

(4,500) 

(500) 

Capital  account  at  end  of 
year  4 . 

($144,000) 

($16,000) 

At  the  end  of  the  partnership’s  fourth 
taxable  year,  RM’s  and  HB’s  shares  of 
partnership  minimum  gain  are  $225,000  and 
$25,000,  respectively,  and  RM  is  deemed  to  be 
obligated  to  restore  a  deficit  balance  of 
$225,000  in  RM’s  capital  account  at  the  end  of 
that  year.  If  the  partnership  were  to  dispose 
of  the  building  in  full  satisfaction  of  the 
nonrecourse  liabilities  at  the  end  of  its  fifth 
taxable  year,  the  partnership  would  realize 
$450,000  of  gain  (^,000,000  amount  realized 
less  $550,000  adjusted  tax  basis).  'Therefore, 
the  net  increase  in  partnership  minimum  gain 
during  the  partnership’s  fifth  taxable  year  is 


$200,000  ($110,000  deemed  increase  plus  the 
$90,000  by  which  minimum  gain  at  the  end  of 
the  fifth  year  exceeds  minimum  gain  at  the 
end  of  the  fourth  year  ($450,000  less 
$360,000)).  At  the  beginning  of  its  fifth  year, 
the  partnership  distributed  the  $200,000  of 
loan  proceeds.  Under  paragraph 
(b)(4)(iv)(g)(d)  of  this  section,  the  first 
$110,000  of  this  distribution  (an  amount  equal 
to  the  deemed  increase  in  partnership 
minimum  gain  for  the  year)  is  considered 
allocable  to  an  increase  in  partnership 
minimum  gain  for  such  year.  As  a  result,  the 
amount  of  nonrecourse  deductions  for  the 
partnership’s  fifth  taxable  year  is  $90,000 
($200,000  net  increase  in  minimum  gain  less 
$110,000  distribution  of  nonrecourse  liability 
proceeds  that  are  allocable  to  an  increase  in 
minimum  gain),  and  such  nonrecourse 
deductions  consist  solely  of  the  $90,000  cost 
recovery  deduction  allowable  with  respect  to 
the  building.  As  a  result  of  the  distributions 
during  the  partnership’s  fifth  taxable  year, 
the  total  distributions  to  the  partners  over  the 
partnership’s  life  will  equal  $225,000. 
Therefore,  the  last  $25,000  distributed  to  the 
partners  during  the  fifth  year  will  be  divided 
equally  between  them  under  the  partnership 
agreement.  Thus,  out  of  the  $200,000 
distribution  of  loan  proceeds  at  the  beginning 
of  the  partnership’s  fifth  taxable  year,  the 
first  $180,000  is  distributed  90  percent  to  RM 
and  10  percent  to  HB,  and  the  last  $20,000  is 
divided  equally  between  them. 


RM 

HB 

Capital  account  at  end  of 
year  4 . 

($144,000) 

($16,000) 

Plus:  Net  income  in  year  5 
(without  nonrecourse  de- 

4,500 

500 

Less:  Nonrecourse  deduc- 

tion  in  year  5 . 

(81,000) 

(9.000) 

Less:  Distribution  of  loan 
proceeds . 

(172,000) 

(28.000) 

Less:  Cash  flow  distribution 
in  year  5 . 

(2,500) 

(2.500) 

Capital  account  at  end  of 
year  5 . 

($395,000) 

($55,000) 

At  the  end  of  the  partnership’s  fifth  taxable 
year,  RM’s  share  of  partnership  minimum 
gain  is  $405,000  ($225,000  share  of  minimum 
gain  at  the  end  of  the  fourth  year  plus  $81,000 
of  nonrecourse  deductions  for  the  fifth  year 
and  a  $99,000  distribution  of  nonrecourse 
liability  proceeds  that  are  allocable  to  an 
increase  in  minimum  gain)  and  HB’s  share  of 
partnership  minimum  gain  is  $45,000  ($25,000 
share  of  minimum  gain  at  the  end  of  Uie 
fourth  year  plus  $9,000  of  nonrecourse 
deductions  for  the  fifth  year  and  an  $11,000 
distribution  of  nonrecourse  liability  proceeds 
that  are  allocable  to  an  increase  in  minimum 
gain).  Accordingly,  RM  is  considered 
obligated  to  restore  a  deficit  balance  of 
$405,000  in  RM’s  capital  account  at  the  end  of 
that  year. 

(vii)  Assume  the  same  facts  as  originally 
stated  in  (i)  except  that  RM  and  HB 
personally  guarantee  the  “first”  $100,000  of 
the  $800,000  nonrecourse  loan  (i.e.,  only  if  the 
building  is  worth  less  than  $100,000  will  they 
be  called  upon  to  make  up  any  deficiency). 
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Under  paragraph  (b](4)(iv)(c)  of  this  section, 
only  $630,000  of  the  adjusted  tax  basis  of  the 
building  is  allocated  to  the  $700,000 
nonrecourse  portion  of  the  loan  because  the 
collateral  will  be  applied  first  to  satisfy  the 
$100,000  guaranteed  portion,  in  effect  making 
it  superior  in  priority  to  the  remainder  of  the 
loan.  On  the  other  hand,  if  RM  and  HB  were 
to  guarantee  the  “last”  $100,000  (i.e.,  if  the 
building  is  worth  less  than  $800,000,  they  will 
be  called  upon  to  make  up  the  deficiency  up 
to  $100,000),  $700,000  of  the  adjusted  tax 
basis  of  the  building  would  be  allocated  to 
the  $700,000  noiu^course  portion  of  the  loan 
because  the  guaranteed  portion  in  effect 
would  be  inferior  in  priority  to  it. 

(viii)  Assume  the  same  facts  as  originally 
stated  in  (i)  except  that  the  $800,000  loan  is 
made  by  RM,  the  limited  partner.  Under 
paragraph  (b)(4)(iv)(h)  of  this  section,  the 
$800,000  obligation  does  not  constitute  a 
nonrecourse  liability  of  the  partnership  for 
purposes  of  this  paragraph  (b)[4](iv)  because 
RM,  a  partner,  bears  the  economic  risk  of  loss 
for  that  loan  within  the  meaning  of  §  1.752- 
lT(c)(3).  The  $800,000  loan  does,  however, 
constitute  a  partner  nonrecourse  debt  since 
that  obligation  is  a  nonrecourse  debt  (within 
the  meaning  of  paragraph  (b)(4)(iv)(A)(2)  of 
this  section)  for  which  a  partner  bears  the 
economic  risk  of  loss.  In  the  partnership’s 
third  taxable  year,  partnership  minimum  gain 
would  have  increased  by  $70,000  if  such  debt 
were  a  nonrecourse  liability  of  the 
partnership.  Thus,  imder  paragraph 
(b)(4)(iv)(A)(6)  of  this  section,  there  is  a  net 
increase  of  $70,000  in  the  minimum  gain 
attributable  to  the  $800,000  partner 
nonrecourse  debt  for  the  partnership’s  third 
taxable  year,  and  $70,000  of  the  $90,000  cost 
recovery  deduction  fit)m  the  building  for  the 
partnership’s  third  taxable  year  constitutes  a 
partner  nonrecourse  deduction  with  respect 
to  such  debt.  See  paragraph  (b)(4)(iv)(A}(3)  of 
this  section.  Under  paragraph  (b)(4)(iv)(A)(2) 
of  this  section,  this  partner  nonrecourse 
deduction  must  be  allocated  to  RM,  the 
partner  that  bears  the  economic  risk  of  loss 
for  that  liability,  and  RM  will,  as  a  result  of 
this  allocation,  be  considered  obligated  to 
restore  a  deficit  balance  in  RM’s  capital 
account  of  $70,000.  See  paragraph 
(b)(4)(iv)(A)(5)  of  this  section. 

(ix)  Assume  the  same  facts  as  in  (viii) 
except  that  the  $800,000  loan  from  RM  to  the 
partnership  is  a  purchase  money  loan  that 
“wraps  around”  a  $700,000  tmderlying 
nonrecourse  note  (also  secured  by  the 
building)  issued  by  RM  to  an  unrelated 
person  in  connection  with  RM’s  acquisition  of 
the  building.  Under  these  circumstances,  RM 
bears  the  economic  risk  of  loss  with  respect 
to  only  $100,000  of  the  liability  within  the 
meaning  of  §  1.752-lT(c)(3).  See  S  1.752-lT(j) 
(example  (18)).  Therefore,  for  purposes  of 
paragraph  (b)(4)(iv)  of  this  section,  the 
$800,000  liability  will  be  treated  as  a  $700,000 
nonrecourse  liability  of  the  partnership  and  a 
$100,000  partner  nonrecourse  debt  (inferior  in 
priority  to  the  $700,000  liability)  of  the 
partnership  for  which  RM  bears  the  economic 
risk  of  loss.  Under  paragraph  (b)(4)(iv)(h)  of 
this  section,  $70,000  of  &e  $90,000  cost 
recovery  deduction  realized  in  the 
partnership’s  third  taxable  year  constitutes  a 
partner  nonrecourse  deduction  that  must  be 
allocated  to  RM. 


Example  (21).  (i)  RD  and  PK  form  a  general 
partnership  to  acquire  and  operate  residential 
real  properties.  Each  partner  contributes 
$150,000  to  the  partnership.  The  partnership 
obtains  a  $1,500,000  nonrecourse  loan  and 
purchases  3  apartment  buildings  (on  leased 
land)  for  $720,000  (“Property  A”),  $540,000 
(“Property  B”),  and  $540,000  (“Property  C”), 
respectively.  The  nonrecourse  loan  is  secured 
only  by  the  3  buildings,  and  no  principal 
payments  are  due  for  5  years.  In  each  of  the 
partnership’s  first  3  taxable  years,  it 
generates  rental  income  of  $^,000,  operating 
expenses  (including  land  lease  payments)  of 
$50,000,  interest  expense  of  $175,000,  and  cost 
recovery  deductions  on  the  3  properties  of 
$150,000  ($60,000  on  Property  A,  $45,000  on 
Property  B,  and  $45,000  on  Property  C), 
resulting  in  a  net  taxable  loss  of  $150,000  in 
each  of  those  years.  If  the  partnership  were  to 
dispose  of  the  3  apartment  buildings  in  full 
satisfaction  of  its  nonrecourse  liability  at  the 
end  of  its  third  taxable  year,  it  would  realize 
$150,000  of  gain  ($1,500,000  amount  realized 
less  $1,350,000  adjusted  tax  basis).  Since  the 
amount  of  partnership  minimum  gain  at  the 
end  of  that  year  (and  the  net  increase  in 
partnership  minimum  gain  during  that  year)  is 
$150,000  and  the  partnership  did  not 
distribute  any  proceeds  of  a  nonrecourse 
liability  that  are  allocable  to  an  increase  in 
partnership  minimum  gain,  the  amount  of 
partnership  nonrecourse  deductions  for  that 
year  is  $150,000,  consisting  of  cost  recovery 
deductions  allowable  with  respect  to  the  3 
apartment  buildings  of  $150,0(W.  The  result 
would  be  the  same  if  the  partnership 
obtained  3  separate  nonrecourse  loans  that 
were  “cross-collateralized”  [i.e.,  if  each 
separate  loan  were  secured  by  all  3  of  the 
apartment  buildings). 

(ii)  Assume  the  same  facts  as  originally 
stated  in  (i)  and  that  at  the  beginning  of  the 
partnership’s  fourth  taxable  year,  the 
partnership  (with  the  permission  of  the 
nonrecourse  lender)  disposes  of  Property  A 
for  $835,000  and  uses  a  portion  of  the 
proceeds  to  repay  $600,000  of  the  nonrecourse 
liability,  reducing  the  balance  to  $900,000.  As 
a  result  of  the  disposition,  the  partnership 
recognizes  gain  of  $295,000  ($835,000  amount 
realized  less  $540,000  adjusted  tax  basis). 

Also  during  the  partnership’s  fourth  taxable 
year  it  generates  rental  income  of  $135,000, 
operating  expenses  of  $30,000,  interest 
expense  of  $105,000,  and  cost  recovery 
deductions  of  $90,000  ($45,000  on  each 
remaining  building).  If  the  partnership  were 
to  dispose  of  the  remaining  two  buildings  in 
full  satisfaction  of  its  nonrecourse  liability  at 
the  end  of  the  partnership’s  fourth  taxable 
year,  it  would  realize  gain  of  $180,000 
($900,000  amount  realized  less  $720,000 
aggregate  adjusted  tax  basis),  which 
represents  the  amoimt  of  partnership 
minimum  gain  at  the  end  of  such  year.  Since 
the  amount  of  partnership  minimum  gain 
increased  from  $150,000  to  $180,000  during  the 
partnership’s  fourth  taxable  year,  the  amount 
of  partnership  nonrecourse  deductions  for 
such  year  is  ^0,000,  consisting  of  cost 
recovery  deductions  allowable  with  respect 
to  the  two  remaining  apartment  buildings.  No 
minimum  gain  chargeback  is  required  for  the 
taxable  year,  even  though  the  partnership 
disposed  of  one  of  the  properties  subject  to 


the  nonrecourse  liability  during  the  year, 
because  there  is  no  net  decrease  in 
partnership  minimum  gain  for  the  year. 

Example  (22).  (i)  OC  and  DR  form  a  limited 
partnership  to  acquire  and  lease  machinery 
that  is  5-year  recovery  property.  The 
partnership  elects  under  section  48(q)(4)  to 
reduce  the  amount  of  investment  tax  credit  in 
lieu  of  adjusting  the  tax  basis  of  such 
machinery.  OC,  the  limited  partner,  and  DR, 
the  general  partner,  contribute  $100,000  each 
to  the  partnership,  which  obtains  an  $800,000 
nonrecourse  loan  and  purchases  the 
machinery  for  $1,000,000.  The  nonrecourse 
loan  is  secured  only  by  the  machinery.  The 
principal  amount  of  the  loan  is  to  be  repaid 
$50,000  per  year  during  each  of  the 
partnership’s  first  5  taxable  years,  with  the 
remaining  $550,000  of  unpaid  principal  due  on 
the  first  day  of  the  partnership’s  sixth  taxable 
year.  The  partnership  agreement  provides 
that  the  partners’  capital  accounts  will  be 
determined  and  maintained  in  accordance 
with  S  1.704-l(b)(2)(iv),  distributions  in 
liquidation  of  the  partnership  (or  any 
partner’s  interest)  will  be  made  in 
accordance  with  the  partner’s  positive  capital 
account  balances  (as  set  forth  in  S  1.704- 
l(b)(2)(ii)(b)(2)),  DR  will  be  required  to 
restore  any  deficit  balance  in  DR’s  capital 
account  following  the  liquidation  of  DR’s 
interest  (as  set  forth  in  §  1.704- 
l(b)(2)(ii)(6)(3)),  and  OC  will  not  be  required 
to  restore  any  deficit  balance  in  his  capital 
account  following  the  liquidation  of  his 
interest.  The  partnership  agreement  contains 
a  qualified  income  offset  (as  defined  in 
§  1.704-l(b)(2)(ii)(cO),  and,  as  of  the  end  of 
each  partnership  taxable  year  discussed 
herein,  the  items  described  in  §  1.704- 
l(b)(2)(ii)(d)  (4),  (5),  and  (6)  are  not 
reasonably  expected  to  cause  or  increase  a 
deficit  balance  in  OC’s  capital  account.  In 
addition,  the  agreement  contains  a  minimum 
gain  chargeback  (in  accordance  with 
paragraph  (b)(4)(iv)(e)  of  this  section).  The 
partnership  agreement  provides  that,  except 
as  otherwise  required  by  its  qualified  income 
offset  and  minimum  gain  chargeback 
provisions,  all  partnership  items  will  be 
allocated  equally  between  OC  and  DR. 
Finally,  the  partnership  agreement  provides 
that  all  distributions,  other  than  distributions 
in  liquidation  of  the  partnership  or  of  a 
partner’s  interest  in  the  partnership,  will  be 
made  equally  between  OC  and  DR.  In  the 
partnership's  first  taxable  year  it  generates 
rental  income  of  $130,000  interest  expense  of 
$80,000,  and  a  cost  recovery  deduction  of 
$150,000,  resulting  in  a  net  taxable  loss  of 
$100,000.  In  addition,  the  partnership  repays 
$50,000  of  the  nonrecourse  liability,  reducing 
that  liability  to  $750,000.  Allocations  of  these 
losses  equally  between  OC  and  DR  have 
substantial  economic  effect 
partnership  minimum  gain  for  the  year. 


OC 

DR 

Capital  account  on  fonnation .. 
Less:  net  loss  in  year  1 _ 

$100,000 

(50,000) 

$100,000 

(50,000) 

Capital  account  at  end  of 
year  1 . 

50,000 

50,000 
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In  the  partnership's  second  taxable  year,  it 
generates  rental  income  of  $130,000,  interest 
expense  of  $75,000,  and  a  cost  recovery 
deduction  of  $220,000  resulting  in  a  net 
taxable  loss  of  $165,000.  In  addition,  the 
partnership  repays  $50,000  of  the  nonrecourse 
liability,  r^ucing  that  liability  to  $700,000, 
and  distributes  ^500  of  cash  to  each  partner. 
If  the  partnership  were  to  dispose  of  the 
machinery  in  full  satisfaction  of  the 
nonrecourse  liablity  at  the  end  of  that  year,  it 
would  realize  $70,000  of  gain  ($700,000 
amount  realized  less  $630,000  adjusted  tax 
basis).  Therefore,  the  amount  of  partnership 
minimiim  gain  at  the  end  of  that  year  (and  the 
net  increase  in  partnership  minimum  gain 
during  the  year)  is  $70,000,  and  the  amoimt  of 
partnership  nonrecourse  deductions  for  the 
year  is  $70,000  since  the  partnership  did  not 
distribute  any  proceeds  of  a  nonrecourse 
liability  to  the  partners  during  that  year.  The 
partnership  nonrecourse  deductions  for  its 
second  taxable  year  consist  of  $70,000  of  the 
cost  recovery  d^uctions  allowable  with 
respect  to  the  machinery.  Pursuant  to  the 
partnership  agreement,  all  partnership  items 
comprising  the  net  taxable  loss  of  $165,000, 
including  the  $70,000  nonrecourse  deduction, 
are  allocated  equally  between  OC  and  DR. 
The  allocation  of  these  items,  other  than  the 
nonrecourse  deductions,  has  substantial 
economic  effect 


OC 

DR 

Capital  account  at  end  of  year 

1 . 

$50,000 

(47,500) 

(35,000) 

(2,500) 

$50,000 

(47,500) 

(35,000) 

(2,500) 

Less:  net  loss  in  year  2  (with¬ 
out  nonrecourse  deduction) . 

Less:  nonrecourse  deduction  in 

Capital  account  at  end  of  year 

1  . 

(35,000) 

(35,000) 

This  allocation  of  the  $70,000  nonrecourse 
deduction  equally  between  OC  and  DR 
satisfies  requirement  (2)  of  paragraph 
(b)(4)(iv)(c0  of  this  section  because  the 
allocation  is  consistent  with  allocations, 
which  have  substantial  economic  effect,  of 
other  signiffcant  partnership  items 
attributable  to  the  machinery.  Since  the 
remaining  requirements  of  paragraph 
(b)(4)(iv)(d)  of  this  section  are  satisHed.  the 
allocation  of  nonrecourse  deductions  is 
deemed  to  be  made  in  accordance  with  the 
partners’  interests  in  the  partnership.  At  the 
end  of  the  partnership's  second  taxable  year, 
OC's  and  DR's  shares  of  partnership 
minimum  gain  are  $35,000  each.  Therefore, 
pursuant  to  the  next  to  the  last  sentence  in 
paragraph  (b)(4)(iv)(/)  of  this  section,  OC  is 
treated  as  obligated  to  restore  a  deficit 
balance  in  his  capital  account  of  $35,000.  If 
the  partnership  were  to  dispose  of  the 
machinery  in  full  satisfaction  of  the 
nonrecourse  liability  at  the  beginning  of  the 
partnership's  third  taxable  year  (and  had  no 


other  economic  activity  in  that  year),  the 
partnership  minimum  gain  would  be 
decreased  from  $70,000  to  zero.  CX^’s  and 
DR's  shares  of  that  net  decrease  would  be 
$35,000  each.  Upon  such  a  disposition,  the 
minimum  gain  chargeback  would  require  that 
OC  and  DR  each  be  allocated  $35,000  of  that 
gain  (before  any  other  allocation  is  made 
under  section  704(b)  with  respect  to 
partnership  items  for  the  partnership’s  third 
taxable  year). 

(ii)  Assume  the  same  facts  as  originally 
stated  in  (i)  and  that  DT  is  admitted  to  the 
partnership  at  the  beginning  of  the 
partnership’s  third  taxable  year.  At  the  time 
of  DTs  admission,  the  fair  market  value  of 
the  machinery  is  ^00,000.  DT  contributes 
$100,000  to  the  partnership  (the  partnership 
invests  $95,000  of  this  in  undeveloped  land 
and  holds  the  other  $5,000  in  cash)  in 
exchange  for  an  interest  in  the  partnership.  In 
coimection  with  DTs  admission  to  the 
partnership,  the  partnership's  machinery  is 
revalued  on  the  partnership's  books  to  reflect 
its  fair  market  value  of  $900,000.  Pursuant  to 
§  1.704-l(b)(2)(iv)(/),  the  capital  accoimts  of 
OC  and  DR  are  adjusted  upwards  to  $100,000 
each  to  reflect  the  revaluation  of  the 
partnership’s  machinery.  This  adjustment 
reflects  the  manner  in  which  the  partnership 
gain  of  $270,000  ($900,000  fair  market  value 
minus  $630,000  adjusted  tax  basis)  would  be 
shared  if  the  machinery  were  sold  for  its  fair 
market  value  immediately  prior  to  DTs 
admission  to  the  partnership. 


OC 

DR 

Capital  account  before  DTs 

($35,000) 

135,000 

($35,000) 

135,000 

Deemed  sale  adjustment . 

Capital  account  adjusted  for 

100,000 

100,000 

The  partnership  agreement  is  modifled  to 
provide  that,  except  as  otherwise  required  by 
its  qualified  income  offset  and  minimum  gain 
chargeback  provisions,  partnership  income, 
gain,  loss,  and  deduction,  as  computed  for 
book  purposes,  will  be  allocated  equally 
among  the  partners,  and  such  allocations  will 
be  reflected  in  the  partners’  capital  accounts. 
The  partnership  agreement  also  is  modifled 
to  provide  that  depreciation  and  gain  or  loss, 
as  computed  for  tax  purposes,  with  respect  to 
the  machinery  will  be  shared  among  the 
partners  in  a  maimer  that  takes  account  of 
the  variation  between  such  property’s 
$630,000  adjusted  tax  basis  and  its  $900,000 
book  value,  in  accordance  with  §  1.704- 
l(b)(2)(iv)(^  and  the  special  rule  contained  in 
§  1.704-l(b)(4)(i).  Finally,  the  partnership 
agreement  is  modifled  to  provide  that  DT  will 
not  be  required  to  restore  any  deficit  balance 
in  DTs  capital  account  following  the 
liquidation  of  DTs  interest.  Since  the 
requirements  of  §  1.704-l(b)(2)(iv)(g)  are 
satisfled,  the  capital  accounts  of  the  partners 
(as  adjusted)  continue  to  be  maintained  in 


accordance  with  $  1.704-l(b)(2)(iv).  If  the 
partnership  were  to  dispose  of  the  machinery 
in  full  satisfaction  of  the  nonrecourse  liability 
immediately  following  the  revaluation  of  the 
machinery,  it  would  realize  no  book  gain 
($700,000  amount  realized  less  $900,000  book 
value).  Thus,  as  a  result  of  the  revaluation  of 
the  machinery  upward  by  $270,000,  the 
partnership  minimum  gain  is  reduced  fltim 
$70,000  immediately  prior  to  such  revaluation 
to  zero.  Under  paragraph  (b)(4)(iv)(/)  of  this 
section,  OC's  and  DR’s  shares  of  Aat 
decrease  are  $35,000  each. 

(iii)  Assume  the  same  facts  as  in  (ii)  and 
that  also  during  the  partnership's  third 
taxable  year  the  partnership  generates  rental 
income  of  $130,000,  interest  expense  of 
$70,000,  a  cost  recovery  deduction  of 
$210,000,  and  a  book  depreciation  deduction 
(attributable  to  the  machinery)  of  $300,000. 

As  a  result  the  partnership  has  a  net  taxable 
loss  of  $150,000  and  net  book  loss  of  $240,000. 
In  addition,  the  partnership  repays  $50,000  of 
the  nonrecourse  liability  (after  the  date  of 
DTs  admission),  reducing  the  liability  to 
$650,000,  and  distributes  $5,000  of  cash  to 
each  partner.  If  the  partnership  were  to 
dispose  of  the  machinery  in  full  satisfaction 
of  the  nonrecourse  liability  at  the  end  of  the 
year,  $50,000  of  book  gain  would  result 
($650,000  amount  realized  less  $600,000  book 
value).  Therefore,  the  amount  of  partnership 
minimum  gain  at  the  end  of  the  year  is 
$50,000,  which  represents  a  net  decrease  in 
partnership  minimum  gain  of  $20,000  during 
the  year.  (This  is  so  even  tl.ough  there  would 
be  an  increase  in  partnership  minimum  gain 
in  the  partnership’s  third  taxable  year  if 
minimum  gain  were  computed  with  reference 
to  the  adjusted  tax  basis  of  the  machinery.) 
Nevertheless,  pursuant  to  the  next  to  the  last 
sentence  of  paragraph  (b)(4)(iv)(c)  of  this 
section,  the  amount  of  nonrecourse 
deductions  of  the  partnership  for  its  third 
taxable  year  is  $50,000  (the  net  increase  in 
partnership  minimum  gain  during  the  year 
determined  by  adding  back  the  $70,000 
decrease  in  partnership  minimum  gain 
attributable  to  the  revaluation  of  the 
machinery  to  the  $20,000  net  decrease  in 
partnership  minimum  gain  during  the  year). 
The  $50,000  of  partnership  nonrecourse 
deductions  for  the  year  consist  of  book 
depreciation  deductions  allowable  with 
respect  to  the  machinery  of  $50,000.  Pursuant 
to  the  partnership  agreement  all  partnership 
items  comprising  the  net  book  loss  of  $240,000 
including  the  $50,000  nonrecourse  deduction, 
are  allocated  equally  among  the  partners. 

The  allocation  of  these  items,  other  than  the 
nonrecourse  deductions,  has  substantial 
economic  effect.  Consistent  with  the  special 
partners’  interests  in  the  partnership  rule 
contained  in  §  1.704-l(b)(4)(i),  the  partnership 
agreement  provides  that  the  $210,000  cost 
recovery  deduction  for  the  partnership’s  third 
taxable  year  is,  in  accordance  with  section 
704(c)  principles,  shared  $55,000  to  OC, 
$55,000  to  DR,  and  $100,000  to  DT. 
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OC 

DR 

DT 

Tax 

Book 

Tax 

Book 

Tax 

Book 

($35,000) 

(9,166) 

(25,834) 

(5,000) 

$100,000 

(16,666) 

(63.334) 

(5,000) 

($35,000) 

(9,166) 

(25.834) 

(5.000) 

$100,000 

(16,666) 

(63,334) 

(5,000) 

$100,000 

(16,666) 

(63,334) 

(5,000) 

$100,000 

(16,666) 

(63,334) 

(5,000) 

Plus:  items  other  than  nonrecourse  deduction  in  year  3 . . . . . 

(75,000) 

15,000 

(75,000) 

15,000 
_ 1 

15,000 

15,000 

The  allocation  of  the  $50,000  nonrecourse 
deduction  equally  among  OC.  DR,  and  DT 
satisfies  requirement  (2)  of  paragraph 
(b)(4](iv)(c0  of  this  section  because  the 
allocation  is  consistent  with  allocations, 
which  have  substantial  economic  effect,  of 
other  significant  partnership  items 
attributable  to  the  machinery.  Since  the 
remaining  requirements  of  paragraph 
(b][4)(iv)(<y)  of  this  section  are  satisfied,  such 
allocation  is  deemed  to  be  made  in 
accordance  with  the  partners'  interests  in  the 
partnership.  At  the  end  of  the  partnership's 
third  taxable  year,  CX}'s,  DR's,  and  DTs 
shares  of  partnership  minimum  gain  are 
$16,666  each. 

(iv)  Assume  the  same  facts  as  in  (iii]  and 
that  during  the  partnership's  fourth  taxable 
year  the  partnership  generates  rental  income 
of  $130,000,  interest  expense  of  $85,000,  a  cost 


recovery  deduction  of  $210,000,  and  a  book 
depreciation  deduction  (attributable  to  the 
machinery)  of  $300,000.  As  a  result,  the 
partnership  has  a  net  taxable  loss  of  $145,000 
and  a  net  book  loss  of  $235,000.  In  addition, 
the  partnership  repays  $50,000  of  the 
noiuecourse  liability,  reducing  that  liability 
to  $600,000,  and  distributes  $5,000  of  cash  to 
each  partner.  If  the  partnership  were  to 
dispose  of  the  machinery  in  full  satisfaction 
of  the  nonrecourse  liability  at  the  end  of  the 
year,  $300,000  of  book  gain  would  result 
($600,000  amount  realized  less  $300,000  book 
value).  Therefore,  the  amount  of  partnership 
minimum  gain  as  of  the  end  of  the  year  is 
$300,000,  which  represents  a  net  increase  in 
partnership  minimum  gain  during  the  year  of 
$250,000.  'Thus,  since  the  partnership  ^d  not 
distribute  any  proceeds  of  a  nonrecourse 
liability  that  are  allocable  to  an  increase  in 


partnership  minimum  gain,  the  amount  of 
partnership  nonrecourse  deductions  for  that 
year  equals  $250,000,  consisting  of  book 
depreciation  deductions  of  $250,000,  Pursuant 
to  the  partnership  agreement,  all  partnership 
items  comprising  the  net  book  loss  of 
$235,000,  including  the  $250,000  nonrecourse 
deduction,  are  allocated  equally  among  the 
partners.  That  allocation  of  all  items,  other 
than  the  nonrecoiuee  deductions,  has 
substantial  economic  effect.  Consistent  with 
the  special  partners'  interests  in  the 
partnership  rule  contained  in  §  1.704- 
l(5)(4)(i),  the  partnership  agreement  provides 
that  the  $210,000  cost  recovery  deduction  for 
the  partnership's  fourth  taxable  year  is,  in 
accordance  with  section  704(c)  principles, 
shared  $55,000  to  OC,  $55,000  to  DR,  and 
$100,000  to  DT. 


OC 

DR 

DT 

Tax 

Book 

Tax 

Book 

Tax 

Book 

($75,000) 

(45,833) 

12,499 

(5,000) 

$15,000 

(83,333) 

5,000 

(5,000) 

($75,000) 

(83,333) 

12,499 

(5,000) 

$15,000 

(83,333) 

5,000 

(5,000) 

$15,000 

(83,333) 

5,000 

(5,000) 

$15,000 

(83,333) 

5,000 

(5,000) 

Plus:  items  other  than  nonrecourse  deduction  in  year  4....„ . . . 

(113,334) 

(68,333) 

(113,333) 

(68,333) 

(68,333) 

(68,333) 

The  allocation  of  the  $250,000  nonrecourse 
deduction  equally  among  OC,  DR.  and  DT 
satisfies  requirement  (2)  of  paragraph 
(b)(4)(iv)(c0  of  this  section.  Since  the 
remaining  requirements  of  paragraph 
(b)(4)(iv)(d)  of  this  section  are  satisfied,  such 
allocation  is  deemed  to  be  made  in 
accordance  with  the  partners'  interests  in  the 
partnership.  At  the  end  of  the  partnership's 
third  taxable  year,  OC's,  DR's,  and  DTs 
shares  of  partnership  minimum  gain  are 
$100,000  each. 

(v)  Assume  the  same  facts  as  (iv)  and  that 
at  the  beginning  of  the  partnership's  fifth 
taxable  year  it  sells  the  machinery  for 
$650,000  (using  $600,000  of  the  proceeds  to 
repay  the  nonrecourse  liability),  resulting  in  a 


cx: 

DR 

DT 

Tax 

Book 

Tax 

Book 

Tax 

Book 

($113,334) 

138,573 

23,094 

($68,333) 

100,000 

16,666 

($113,334) 

138,573 

23.094 

($68,333) 

100,000 

16,666 

($68,333) 

100,000 

16,666 

($68,333) 

100,000 

16,666 

48,333 

48,333 

48,333 

48,333 

48,333 

48,333 

taxable  gain  of  $440,000  (650,000  amount 
realized  less  $210,000  adfusted  tax  basis)  and 
a  book  gain  of  $350,000  (650,000  amount 
realized  less  $300,000  Ixmk  basis).  The 
partnership  has  no  other  items  of  income, 
gain,  loss,  or  deduction  for  such  year.  As  a 
result  of  the  sale,  partnership  minimum  gain 
is  reduced  from  $^,000  to  zero,  reducing 
OC's,  DR's,  and  DTs  shares  of  partnership 
minimum  gain  to  zero  from  $100,000  each. 

The  minimum  gain  chargeback  requires  that 
OC,  DR,  and  DT  each  be  allocated  $100,000  of 
that  gain  (an  amount  equal  to  each  partner's 
share  of  the  net  decrease  in  partnership 
minimum  gain  resulting  from  the  sale)  before 
any  allocation  is  made  to  them  under  section 
704(b)  with  respect  to  partnership  items  for 


the  partnership's  fifth  taxable  year.  Thus,  the 
allocation  of  the  first  $300,000  of  book  gain 
$100,000  to  each  of  the  partners  is  deemed  to 
be  made  in  accordance  with  the  partners' 
interests  in  the  partnership  under  paragraph 
(b)(4)(iv)(e)  of  this  section.  The  allocation  of 
the  remaining  $50,000  of  book  gain  equally 
among  the  partners  has  substantial  economic 
effect.  Consistent  with  the  special  partners' 
interests  in  the  partnership  rule  contained  in 
§  l,704-l(b)(4)(i),  the  partnership  agreement 
provides  that  the  $440,000  taxable  gain  is,  in 
accordance  with  section  704(c)  principles, 
shared  $161,667  to  OC,  $161,667  to  DR,  and 
$116,666  to  DT. 


Fedwal  Register  /  Vol.  53.  No.  251  /  Friday.  December  30,  1988  /  Rules  and  Regulations  53173 


Example  (23).  (i)  A  partnership  owns  4 
properties,  each  of  which  is  subject  to  a 
nonrecourse  liability  of  the  partnership. 

During  a  taxable  year  of  the  partnership,  the 
following  events  take  (dace.  First,  the 
partnership  generates  a  cost  recovery 
deduction  (for  both  book  and  tax  purposes) 
with  respect  to  Property  W  of  $10,000  and 
repays  $5,000  of  the  nonrecourse  liability 
secured  only  by  that  property,  resulting  in  an 
increase  in  minimum  gain  with  respect  to  that 
liability  of  $5,000.  Second,  the  partnership 
generates  a  cost  recovery  deduction  (for  both 
book  and  tax  purposes)  with  respect  to 
Property  X  of  $10,000  and  repays  none  of  the 
nonrecourse  liability  secured  by  that 
property,  resulting  in  an  increase  in  minimum 
gain  with  respect  to  that  Hability  of  $10,000. 
Third,  the  partnership  generates  a  cost 
recovery  deduction  (for  both  book  and  tax 
purposes)  of  $2,000  on  Property  Y  and  repays 
$11,000  of  the  nonrecourse  liability  secured 
only  by  that  property,  resulting  in  a  decrease 
in  minimum  gain  with  respect  to  that  liability 
of  $9,000  (although  at  the  end  of  that  year, 
there  remains  minimum  gain  with  respect  to 
that  liability).  Finally,  the  partnership 
borrows  $5,000  on  a  nonrecourse  basis,  giving 
as  the  only  security  for  that  liability  Property 
Z,  which  is  a  parcel  of  undeveloped  land  with 
an  adjusted  tax  basis  (and  book  value)  of 
$2,000,  resulting  in  a  net  increase  in  minimum 
gain  with  respect  to  that  liability  of  $3,000. 

The  net  increase  in  partnership  minimum 
gain  during  that  year  is  $9,000,  so  that  the 
amount  of  nonrecourse  deductions  of  the 
partnership  for  that  taxable  year  is  $9,000. 
Those  nonrecourse  deductions  consist  of 
$3,000  of  cost  recovery  deductions  with 
respect  to  Property  W  and  $6,000  of  cost 
recovery  deductions  with  respect  to  Property 
X.  The  amount  of  nonrecourse  deductions 
consisting  of  cost  recovery  deductions  is 
determined  as  follows.  With  respect  to  the 
nonrecourse  liability  secured  by  Property  Z, 
with  respect  to  which  there  is  no  cost 
recovery  deduction,  the  amount  of  cost 
recovery  deductions  that  constitutes 
nonrecourse  deductions  is  zero.  Similarly, 
with  respect  to  the  nonrecourse  liability 
secured  by  Property  Y,  for  which  there  is  no 
increase  in  minimum  gain,  the  amount  of  cost 
recovery  deductions  that  constitutes 
nonrecourse  deductions  is  zero.  With  respect 
to  each  of  the  nonrecourse  liabilities  secured 
by  Properties  W  and  X,  which  are  (i)  secured 
by  property  with  respect  to  which  there  are 
cost  recovery  deductions  and  (ii)  for  which 
there  is  an  increase  in  minimum  gain,  the 
amount  of  cost  recovery  deductions  that 
constitutes  nonrecourse  deductions  equals 
the  product  obtained  by  multiplying  the  net 
increase  in  partnership  minimum  gain  ($9,000) 
times  a  fraction,  the  numerator  of  which  is 
the  total  cost  recovery  deductions  with 
respect  to  the  partnership  property  securing 
that  particular  liability  to  the  extent  of  the 
increase  in  minimum  gain  with  respect  to  that 
liability  and  the  denominator  of  which  is  the 
sum  of  the  numerators  for  each  such  liability. 
Thus,  for  the  liability  secured  by  Property  W, 
the  amount  is  $9,000  times  $5,000/$15,000.  For 


the  liability  secured  by  Property  X,  the 
anunmt  is  $9X)00  times  $i0,000/$15,000.  (If 
one  depreciable  property  secured  2 
partnership  nonrecourse  liabilities,  the 
amoimt  of  cost  recovery  or  book  depreciation 
with  respect  to  that  property  would  be 
allocated  among  such  liabilities  in 
accordance  with  the  method  by  which 
adjusted  basis  is  allocated  under  f  1.704- 
l(bK2)(iv)(c)). 

(ii)  Assume  the  facts  as  in  (i)  except  that 
the  loan  secured  by  Property  Z  is  $15,000 
(rather  than  $5,000),  resulting  in  a  net 
increase  in  minimum  gain  with  respect  to  that 
liability  of  $134XX).  Thus,  the  net  increase  in 
partnership  minimum  gain  is  $19,000,  and  the 
amount  of  noiu%course  deductions  of  the 
partnership  for  that  taxable  year  is  $19,000. 
Those  nonrecourse  deductions  consist  of 
$5,000  of  cost  recovery  deductions  with 
respect  to  Property  W,  $10,000  of  cost 
recovery  deductions  with  respect  to  Property 
X,  and  a  pro  rata  portion  of  the  partnership's 
other  items  of  deduction,  loss,  and  section 
70S(a)(2KB)  expenditure  for  that  year.  The 
method  for  computing  the  amounts  of  cost 
recovery  deductions  that  constitute 
nonrecourse  deductions  is  the  same  as  in  (i) 
for  the  liabilities  secured  Properties  Y  and  Z. 
With  respect  to  each  of  the  nonrecourse 
liabilities  secured  by  Properties  W  and  X,  the 
amount  of  cost  recovery  deductions  that 
constitutes  nonrecourse  deductions  equals 
the  total  cost  recovery  deductions  with 
respect  to  the  partnership  property  securing 
that  particular  liability  to  the  extent  of  the 
increase  in  minimum  gain  with  respect  to  that 
liability. 

§1.704-1  [Amendad] 

Par.  5.  Section  1.704-1  is  amended  as 
follows: 

1.  Paragraph  (b)(0)  is  amended  by 
removing  the  words  “Nonrecourse 
liabilities  of  the  partnership  where  a 
person  related  to  a  partner  has 
economic  risk  of  loss  .  .  .  1.704-1 
(b)(4)(iv)(/i)”  from  the  table  and  adding, 
in  their  place,  the  words  “Effective  date 
and  cross  reference  .  .  .  1.704- 
l(b)(4)(iv)(A)." 

2.  Paragraph  (b)(2)(ii)(c)  is  amended 
by  adding  the  following  new  sentence  to 
the  end  thereof:  “For  purposes  of  this 
paragraph  (b)(2),  if  a  partner  contributes 
a  promissory  note  to  the  partnership 
during  a  partnership  taxable  year 
beginning  after  December  29, 1988  and 
the  maker  of  such  note  is  a  person 
related  to  such  partner  (within  the 
meaning  of  §  1.752-lT(h),  but  without 
regard  to  subdivision  (4)  of  that  section), 
then  such  promissory  note  shall  be 
treated  as  a  promissory  note  of  which 
such  partner  is  the  maker. 

3.  Paragraph  (b)(2)(ii)(A)  is  amended 
by  adding  the  following  new  sentence  to 
the  end  thereof:  “For  purposes  of  the 
preceding  sentence,  sections  267(b)  and 


707(b)(1)  shall  be  apphed  for  partnership 
taxable  years  beginning  after  December 
29, 1988  by  (I)  substituting  “80  percent 
or  more”  for  “more  than  50  percent” 
each  place  it  appears  in  such  sections, 

[2]  excluding  brothers  and  sisters  from 
the  members  of  a  person’s  family,  and 
(5)  disregarding  section  267(f)(1)(A)." 

4.  Paragraph  (b)(2Kii)(</)(fl)  is  amended 
by  removing  from  the  last  parenthetical 
the  words  “under  paragraph  (b)(4)(iv)(e) 
of  this  section.” 

5.  Paragraph  (b)(4)(iv)(/>)  is  revised  to 
read  as  follows: 

(A)  Effective  date  and  cross  reference. 
The  rules  of  this  paragraph  (b)(4)(iv) 
generally  are  effective  oriy  for 
partnership  taxable  years  beginning  on 
or  before  December  29, 1988.  See 
§  1.704-lT(b)(4)(ivXm)  for  transition 
rules.  For  the  rules  generally  applicable 
to  allocations  attributable  to 
nonrecourse  liabilities  for  partnership 
taxable  years  beginning  after  December 
29, 1988,  see  §  1.704-lT(b)(4)(iv).  See 
paragraph  (b)(l)(ii)  of  this  section  for 
additional  rules  regarding  the  effective 
date  of  this  section. 

PART  602— 0MB  CONTROL  NUMBERS 
UNDER  THE  PAPERWORK 
REDUCTION  ACT 

Par.  6.  The  authority  for  Part  602 
continues  to  read  as  follows: 

Authority:  26  U.S.C  7805. 

§  602-101  [Amended] 

Par.  7.  Section  602.101(c)  is  amended 
hy  inserting  the  following  in  the 
appropriate  places  in  the  table: 

1.  “1.752-4T  .  .  .  [1545-1090].” 

2.  “1.704-lT(b)(4)(iv)(m)(2) .  .  .  [1545- 
1090].” 

***** 

There  is  a  need  for  immediate 
guidance  with  respect  to  the  provisions 
contained  in  this  Treasury  decision.  For 
this  reason,  it  is  found  impracticable  to 
issue  it  with  notice  and  public  procedure 
under  subsection  (b)  of  section  553  of 
title  5  of  the  United  States  Code  or 
subject  to  the  effective  date  limitation  of 
subsection  (d)  of  that  section. 

Lawrence  B.  Gibbs, 

Commissioner  of  Internal  Revenue. 

Approved: 

O.  Donaldson  Chapoton, 

Assistant  Secretary  of  the  Treasury. 
December  2, 1988. 

[FR  Doc.  88-29765  Filed  12-29-88;  8:45  am] 
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DEPARTMENT  OF  THE  TREASURY 
Internal  Revenue  Service 
26  CFR  Parts  1  and  602 
[PS-229-84] 

Treatment  of  Partnership  Liabilities; 
Allocations  Attributable  to 
Nonrecourse  Liabilities 

agency:  Internal  Revenue  Service, 
Treasury. 

action:  Notice  of  proposed  rulemaking 
by  cross-reference  to  temporary 
regulations. 

SUMMARY:  In  the  rules  and  regulations 
portion  of  this  issue  of  the  Federal 
Register,  the  Internal  Revenue  Service  is 
issuing  final  and  temporary  regulations 
concerning  the  treatment  of  partnership 
liabilities  and  the  allocation  of 
deductions  attributable  to  nonrecourse 
debt.  The  temporary  regulations  reflect 
changes  to  the  applicable  tax  law  made 
by  section  79  of  the  Tax  Reform  Act  of 
1984.  The  text  of  the  temporary 
regulations  also  serves  as  the  comment 
document  for  this  notice  of  proposed 
rulemaking. 

DATES:  Written  comments  and  requests 
for  a  public  hearing  must  be  delivered  or 
mailed  by  March  30, 1989. 

ADDRESS:  Send  comments  and  requests 
for  a  public  hearing  to:  Internal  Revenue 
Service,  Attn:  CC:CORP:T:R  (PS-229- 
84),  Room  4429,  Washington,  DC  20224. 
FOR  FURTHER  INFORMATION  CONTACT: 
Robert  E.  Shaw,  202-343-8459,  or  Mary 
Munday,  202-377-9470  (not  toll-free 
numbers). 

SUPPLEMENTARY  INFORMATION: 

Paperwork  Reduction  Act 

The  collections  of  information 
contained  in  this  notice  of  proposed 


rulemaking  have  been  submitted  to  the 
Office  of  Management  and  Budget  for 
review  in  accordance  with  the 
Paperwork  Reduction  Act  of  1980  (44 
U.S.C.  3504(h)).  Comments  on  the 
collections  of  information  should  be  sent 
to  the  Office  of  Management  and 
Budget,  Paperwork  Reduction  Project, 
Washington,  DC  20503,  with  copies  to 
the  Internal  Revenue  Service,  Attn:  IRS 
Reports  Clearance  Officer  TR:FP, 
Washington,  DC  20224. 

The  collections  of  information  in  this 
regulation  are  in  §§  1.752-4T(c)  and 
1.704-lT(b)(4)(iv)(m)(2).  This 
information  is  required  by  the  Internal 
Revenue  Service  to  administer  sections 
752  and  704(b).  The  respondents  are 
partnerships  who  wish  to  make  the 
elections  under  §§  1.752-4T(c)  and 
1.704-lT(b)(4)(iv)(m)(2). 

These  estimates  are  an  approximation 
of  the  average  time  expected  to  be 
necessary  for  a  collection  of 
information.  They  are  based  on  such 
information  as  is  available  to  the 
Internal  Revenue  Service.  Individual 
respondents  may  require  greater  or  less 
time,  depending  on  their  particular 
circumstances. 

Estimated  total  annual  reporting 
burden:  417  hrs. 

The  estimated  annual  burden  per 
respondent  varies  from  3  minutes  to  8 
minutes,  depending  on  individual 
circumstances,  with  an  estimated 
average  of  5  minutes. 

Estimated  number  of  respondents: 
5,000. 

Estimated  annual  frequency  of 
responses:  1. 

Background 

The  temporary  regulations  in  the 
Rules  and  Regulations  portion  of  this 
issue  of  the  Federal  Register  amend  the 
Income  Tax  Regulations  (26  CFR  Part  1) 


under  sections  752  and  704(b)  of  the 
Internal  Revenue  Code  of  1986. 

For  the  text  of  the  temporary 
regulations,  see  T.D.  8237  published  in 
the  Rules  and  Regulations  portion  of  this 
issue  of  the  Federal  Register.  The 
preamble  to  the  temporary  regulations 
explains  the  amendments  to  the 
regulations. 

Special  Analyses 

These  rules  are  not  major  rules  as 
defined  in  Executive  Order  12291. 
Therefore,  a  Regulatory  Impact  Analysis 
is  not  required.  A  general  notice  of 
proposed  rulemaking  is  not  required  by 
5  U.S.C.  553  for  interpretative 
regulations.  Therefore,  these  rules  do 
not  constitute  regulations  subject  to  the 
Regulatory  Flexibility  Act  (5  U.S.C. 
Chapter  6)  and  a  Regulatory  Flexibility 
Analysis  is  not  required. 

Comments  and  Request  for  a  Public 
Hearing 

Before  adopting  these  proposed 
regulations,  consideration  will  be  given 
to  any  written  comments  that  are 
submitted  (preferably  a  signed  original) 
to  the  Internal  Revenue  Service.  All 
comments  will  be  available  for  public 
inspection  and  copying  in  their  entirety. 
A  public  hearing  will  be  scheduled  and 
held  upon  written  request  by  any  person 
who  submits  written  comments  on  the 
proposed  rules.  Notice  of  the  time  and 
place  for  the  hearing  will  be  published 
in  the  Federal  Register. 

Lawrence  B.  Gibbs, 

Commissioner  of  Internal  Revenue. 

(FR  Doc.  88-29764  Filed  12-29-88:  8:45  am] 
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